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Publisher’s Note. 

On account of the partition of the country Dr. 
Akh tar’s rights have been purchased by the publishers and 
‘the book vrill now.be revised by"^ Prof. Kewal Krishan 
Dewett and appear under his name. ' 


PREFACE TO THE SECOND EDITION 

The first edition had a very encouraging response. In the second 
edition the book has 'been thoroughly revised so as to make it more 
simple and lucid. Additions have been made in almost every chapter 
so that the book has been made'comprehensiye enough to cover the 
course completely. \ , 

' In order to introduce the students to advanced works on the 
. subject seieqt references have been given at the end of each chapter 
and at the end of the book important, questions arranged topic- wise 
hatre been appended. The second edition is being placed in the market 
with much greater confidence and ityis hoped that it ‘ will meet the 
requirements of the teachers and students much better. 

I must thank my pupU and friend L.Dalip Chand Aggarwal, ,m.a. 
who has helped me a lot in the preparation of this edition; ■ 

ewal Krishan Dcmtt. , ' 
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^ CHAPTER I 

,, ”,tHE NATURE AND SCOPE OF ECONOMICS. 

1; The Problem of Definition. Dr. J. N. Keynes is not far 
'^■wrong when" he remarks that " Political Economy ia‘ said to have 
.'^fktigled itself -with definitions.”^ Every .economisi . '.signalised his 
^webiTl in the world of 'Economics by coining a' new ^definition, 
making the. confusion worse c6nfoun^|d,jJ^here are, therefore,' 'eco- 
. homiks likerRichard. Jones and Comte who wbuld do away with the 
definition altogether, it being pedantic and useless. But ' the t^k of 
defining'a subject is not to be regarded , as . mere pedantry. . It is . 
very essential for a student to have some definition in mind as a 
working basis.- Besides, the discussion leading to a definition is very, 
useful in giving. clarity to the fundamental concept of the. subject. 
We shall not, .therefore,- dispense with the definition and the discus- 
sion connected with it.-, , • - . ; , 

Eco'nomics is considered one of the youngest jsciencea and, some 
Would think it is still in its infancy. ’ Till it reaches maturity,' ideas 
connected with it cannot be supposed to have settled down. jTh'ere 
■■are -many an' eoohomid 'matter round which contr over syl^till .rages - 
furiously. The problem , of the definition bf Economic^ i8''bbi6' suon 
. mWttefi Let us examine some of the definitions put forward from 
• tikne to time.-’ ' , ' _ ’ ■ . - ^ ’ ' - ' \ J ■ 

‘ 2. Is Economics a Science of Wealth 1 According to 'Adam\ 

Smith, Economics was concerned with “ an enquiryijinto the nature j 
and causes of 'Wealth of Nations.” ■ The father of Politica,! Economy, ' 
as he! wp called,' was followed by bis "sons” who took up the' echo,' ' 
and gave Economics the naine of science of wealth. At a time when 
religious sentiment was strong and spiritual^r^l^s ,:^held ' sway oypx. 
men’s minds, the idea of Wealth, pamperecT and dogeh^a^i 

ing; -ways of the rich could only ^oice repulsion in the enli ghten ed; 
mind.. It called forth righteous indignation from men of ; letfeilike' 
Carlylojmd Rtiskin. The early economists, the votarie.s of the . now 
cult bfSIammon-Wbrship, ^ wore, looked down' upon. Unabashed 
pursuit of wealth was, hot something which could find . favour with , 
any clasfe'of people. . . Economids was considered to . teach selfishness 
and came to be called a ‘disinal Bciencd.* , ■ 

Luckily ‘EconomicB has howbech extricated from this unenviable 
.position.’ Exaggerated emphasis on wealth is gone.' . No undueim- 
poftance is now attached to wealth as such and , for its pivn sakeli 
Jt is how fully recognised that wealth i s only a means to^hri endj • 

' ,b Keynes, — .Scope 'ancl M.otbod oE = Political Eoonomv.-. IDSO ' 

Vt. . 


2 MODEBl^ ECONOMIC THEORY 

The end is hnman welfare Wenlthjs produced and 

accumteted not because itlfai a T.rtuc^Rs o.vn, but^ecanso rt 
enables man to nromoTe Ki nell-Eeing. sto^ oT^-Ring 

is well ESd'wnT^He'was muofi' fondTof poldliut satisfied when 

eveTYthing that ho touched turned into goM » Eatlier, he was 
verv unhappy. Wealth cannot be the be-all «id ^o^ end-all of 
human endeavour hor c anYt b e ev^lM to be the sole eause_. contri- 

butintflohuminTapphess. .TScondmistshave outlived the faUaoy 
ofrigarding wealth as of primary importance. The. empTiests Ms 
vmi sUflei from wealth to nan. It, isfor man> benefit^ that wealth 
exists. Man is primary and wealth occupies^nly a^econ^ary place. 
As Marshall "rightly putTir ^Smomfes is '‘on^pne jsMc a study of 
-realth ; avS cmlhe other, and more irnporiar.l side, a part ~of the 
study of man.” Economics thus is not a science of wealth but a 
science of man prim arilv. It is a science of human activities con- 
cerning wealth. It may bell ied thc~s ciehce orSuinan we^re. 

3. The Tradilioi^ View. The traditional view is that Eco- 
nomics is concerned nith these human activities which centre round 
wealth not for its own sake but for the sake of human welfare that 
it promotes. The following definitions which have heeome '’current 
coin in economic literature represent this traditional view. 

Economics is'a “science which treats of those social phenomena 
that are due to the wealth- getting and wealth-using activities of 
. man.” (Ely). 

“Economics is the study of the general methodshy which men 
co-operate to meet their material needS” (Beveridge). « 

“ The aim of -political Economy is the explanation of the 
general causes on which the material welfare of human beings de- 
pends ” (Cannan). 

^ “ The range of our inquiry becomes restricted to that part of 
social welfare that can be brought directly or indirectly into rela- 
tion with the measuring rod of money.” (Pigou). 

"Political Economy or Economics is a study of mankind in the 
ordinary business of life ; it examines that part of individual and 
social action which is most closely connected with the attainment 
and with the use of the material requisites of well-being.” 

Marehall seems to have settled the matter of the deSftSn 
Economics and large consensus of expert opinion had been mobilis- 
ed hehmd him. For a long time the view had been accepted that 
Eoonomms deals with man’s actions in relation to wealth.’ 

wealth and how he uses it to satisfy his manifold wants. This 
amplified will comprehend all the four departments of 

tion '’’nesoTre Exchange and Distiihu- 

actions of man in relation to wealth’ 
Eronomira studies how man consumes wealth, how he piodnces it 
how wealth is exchanged and distributed in the mm >71 n n J f 
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. 4. ;’ Economics - as i a Science of ■■ Material; -Welfare. What 

Marshall seemed to have settled once for all has heeu again nnsettl- 
e'd and the ball of. controversy has been. . set rolling once aigain by 
Robbins’ attack on the traditional view of Econorhics. , ' 1 • 

• One^thread sebms' to fun through' the well-lcnown definitions 
given, in' the preceding, section,* his., ' that of material welfare. 
iBeveridge speaks of meeting 'material needs, Oannan of “ Causes of 
.iMaterial.wel^p’.'and Marshall of“ material requisites of ’well-being”. 
.'According tbfthese. economists the airn^^qf E conomics is to B thdy 
; thofe .human activities which ate conJuoiyhto, Jjttman»welfaf o. in« its 
i.ma^'iar asph ctr" i .• 

.Why have the economists concerned themselves 'with material 
'welfare 'Human -welfare in all its aspects is simply immeasurable. 
It is BO -vague, so complex and so volatile. It would be futile -to 
ineasure it. Human ' ingenuity- has failed to devise an. effective 
instrument for assessing welfare. in all its rrianifestations. . Butl pcb- 
nomists have. with them an instrumont by means' of which material 
.aspects of human welfare can be, measured. This instrument is wealth 
It is, a convenient and, tangible measure of human motives, . Wealth 
furnishes man with material means of satisfying, his ..wants and - of 
promoting his welfare. By means of wealth a man can help himself 
' and help others. Wealth brings him food, clothing 'and shelter and 
satisfies;al86 his more, refined wants and desifesr ' No ’wohder; that 

■ 'huthaii', being's”' Ere. accustomed ' 'to measuring ® their w.elfare ^by 'the 
^ amount of wealth they own'. Economists, in so far as .they*, study 

wealth, can be legi timately regarded as studying causes, of material 
•welfare.^ '-'r ■' ' ' V' ' “ , ' 

, But Liphel Robhma has led a froirtal attack- on this position, 
He doeqnbt think .it right for the economists to confine their -atten- 
tion' to the, study of material .welfare. . In his book .‘Nature and Sig- 
nificahpe of Economic Science’ lie Has giyen, numefous examples, pi 

■ gTOds whibh -are' highly conduciye,. to .human welfare.; but^, 'which 
'have nothing material in them, '^ere is for example the dove ‘ of a 
mo^er. Who can doubt its place iq- human, ’welfare 1 But it , finds 
.noplace among eednomio goods. Then, there are services of doctors, 
l awyers . 'etc^ These services have economic', 'significance'. iThey are 
;scarce-andTiaYe' value in the economic sense but they, too, laick 
' material attri bute '^ ' Economics is thulhdhcernedibbth-yrith:matprial 

as w ell'*¥s ■ mon-matefial^^thlhgaT Those eebnoTnists, , th'ereforej who 
. confine attention ’fcTcSuies of matefia! welfare expose -themselves to 
the charge that they, are one-sided. ; < ; 

■ ; , .Robbins’..- objection ’;is7 ■: however,' hot', merely', 'to the word 
,• ‘matefial’. -He Would hpt'.havc; EcbrioiPics .to do anything -with 
Welfare Sat aU. The word welfare too should go.'. He points out the’ 
attbcSalb'ue'positibn of those who study Ecoubihics in tarms of wel- 
' fofb, ''Tkei^xiqa^nth are regarded ji^8;^'^alth.;‘' But ;Jby: no stretch 
of imagination pffia''tEej^b'e"fegardcd^as1cbhdubive to fiiiinan welfare. 
Thefb'afe s'b niany, other artideslike Ihis'the cphsumptibh bf. Whioh 
is -highly dbtrimeut'artb human' .well-being.'. Biit being .Ecafee: they: 
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are subject to tbe ‘pricing procc^’. They liavo, iu sborl, 
cicnificancc. Human nelfaro is not served bj them. Robbi 
VOTld say, "V, by talk of 'vrelfaro at all 1 by not throw an ay 
mask altogether ' • i- n 

Apart from the anomalies into which the wcEnre economists fall, 
there arc other reasons for discarding the woEaro idea from discus- 
sions which are strictly economic. Idces of welfare vary’ _ f™™ , 
to age, from country to country, and from individual to individual. 
Welfare, as we have already said, is volati le and is simply immeasnr- 
ahie. I’iEy make the attempt at all ? It is too vague and indeii- 
nite and does not provide an adequate ground for building up a 
respectable science. 

There is the farther objection that in assessing human rvdfarc 
we shall be called upon to give our verdict ns to what we regard as 
conducive to human welfare and what is not so conducive. We 
shall be trausported to the wotid of Ethics, whereas Economics should 
be neutral as regards ends. It is not supposed to bo its function to 
pass moral judgments and say what is good and what is bad. 

' Thus according to “New Economics" Economics is not to be re- 
garded as a study of the causes of material wcEarc. 

5 Modem view. Lionel Robbins has challenged the traditional 
view of the nature of Economic' Science. We have noticed some 
of his objections in the above section. The hitherto accepted and well 
known definitions of Economics do not ‘satisfy him. He calls these 
definitions classificatqry_ and nnscicutific. We 'have already seen 
that according to these definitions Economics is concerned with the 
causes of material welfare. .But welfare is relative and lacks fixity 
which is so essential for building up a scientific treatise. Eurther, 
the idea of material welfare is based on exploded Physiocratic 
^ notions. Even the term wealth has no fixed connotation. Tho 
same thing is called wealth under certain circumstances and not 
wealth under others. Water near a spring is not wealth but in a city 
it is. Robbins aims at lEting Economics to a higher scieutific nlnne 
by freeing it from such anomalies. ^ 

According to Robbins, " Econemics ihe Science which studies 
human behaviour as a rdalionship between ends and sewee means which 
hate alternalhe tiscs”. _ On analysis we shall find that this definition 
lays down the follo'iring three fundamental propositiciis -which 
constitute the basis of the structure of Economic Science'!- 

(o) -Ends ’refer to wants. Human beings have wants which 
are unhmited in number. There is no end to what one 
uever possibly be completely safisfied. 
Multiphdty of wants calls forth a- ceaseless' effort for 
and the unending cycle of economic 

^ limited, they 

would have been adequately satisfied and further incentive 
to economic effort would bare ceased. As a mattei- of 
xaot few economic problrins would have then faced man. 
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. ' Only because human, wants are unlimited that one is 
compelled to discriminate between more urgent and less 
urgent wants and select some for satisfaction and reject 
oth^ers. * 

{h) Although wants are unlimited yet the means " to satisfy 
them are strictly limited. No doubt, there are certain 
free goads which also satisfy human wants, nay which are 
indispensable. But most of the things that we want are 
scarce. Had the means been unlimited, no economic 
problem would have arisen. We would have obtained 

y anything that we lilced, in' any amount without making 
) any effort or sacrifice. But, as it is, the resources at the 

' disposal of a community are scarce. 

The term scarcity is used hero in a special sense. It is 
scarcity in relation to requirements or demand. Scarcity is .not 
toTie taken in an absolute sense, A commodity may exist in a 
small quantity ; but if no ‘body has any use for it, we shall not 
call it scarce in the economic sense. A rare but useless commodity 
is not ; carce. On the other hand, there may bo huge stocks of a 
commodity like wheat or coal in the world. It may be abundant in 
quantity'^and yet it Will be called scarce because the demand is 
even larger than the supply. It is the extent of demand for a com- 
modity, and not its quantity alone^ which will determine whether a 
commodity is scarce or not. Acrore~piti may suffer from scarcity 
because he may have very high ambitions for which his wealth may 
be insufficient. A man of a few thousands may bo happy and 
contented for he has cut down his u ants. 

Thus the means, with which Economics is concerned, are those 
which are scarce in relation to demand Und not necessarily those 
which are available in small quantities. As the available resources 
are limited, .prudence demands that we should economise them. 
Our means are not enough to meet all our requirements. We must, 
therefore, decide not only which wants to satisfy but also the 
pxtent to which each want should bo satisfied. , We shall get greatbr 
satisfaction, if we satisfy a number of wants in part instead of 
satisfying a few wants fully. 

(c) The third proposition underlying Robbins’ definition is 
that the scarce means are capable of alternative uses. If 
a commodity could be put only to one use and to none else, 
few economic problems would arise.in its connection. After it 
has met that use, it would become a free good and will have 
no boonomic significance. Actually, however, the uses to 
which a commodity can be'^put are numerous, almo.st 
unlimited. Hence the demand in the aggregate for that 
commodity is almost insatiable^ As commodities 
have alternative uses, each commodity is used for 
the satisfaction of many wants. 'No parti- 
cular want is completely satisfied. , Before ‘ tne 
satiety level is reached in one case, the commoditv is 
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diverted to somo other «se. A coramodity is dirtnbul ed 
among it*' various u^es m such a manner, that it jielos ti 
same satisfaction at the margin. Wo make tac best 
our limited resources, m this manner. 

Robbins has sought to demolish the old structure of .Econo- 
mic Science which dealt with the causes of malerml WelFftro. In- 

stead ho wants to raise a nevr etructurc with two faamlatfion-stoncs : 
multiplicily of u-anfs and 'carciit; of In the ab'-cnco of tliteC 

two no economic problem would have arisen, Economio activities 
in this sense are tho-'c when one is trj'ing to obt.ain a soiree good 
for the satisfaction of his unlimited want*. Wants being unlimited 
and the moans being limited, one must pick and choose. ^ One can- 
not satisfy all his wants. Economic action of man He,s in his uti- 
lisation of scarce means for the s.alisfaction of multiple ends. 

Thus economic problems arise under two circumstances : (I) 
unlimited waui^; mid Jiif limited means to satisfy them. Wheu a 
foan’s actions centre round these two facts, his activity i*- called an 
economic activity. Trying to settle a. neighbour's quarrel, seeing a 
cricket match, going on a pleasure hike, plai'ing tc nnis, etc., arc not 
economic activities, economic problem arises in their con- 
nection. 


But when wo arrange our daily programme to make the best 
use of our time or distribute onr property among J the ■ 

various uses or plan out a .sensible use of the living 
accommodation that ue may have or when a studeat 
spends the monthly allowance he receives from his parents — all these 
are economic activities. In each case we are trying to make the 
/ best nse of our hmited resources. In short, economic activity 
is one when we economise our limitod resources. We shall be deemed | 
to bare made the best use of oot'fcsburot.^j 'when we have obtained * 
therefrom maximum satisfaction. Tqjpwc'niise utility is the goal of 
all economic activity. This is the end which economic behaviour ’ 
of man seeks to achieve. Erom the point of the state, Economics 
may _be defined as the ‘study of those principles on which tho 
_ r^ouroes of a community should bo so regulated and administered 
as to secure the comiHunal ends' without waste.’ (Wicksteed). 


6. Criticism of Robbins’ View. Tho traditional view of Econo- 
mics, fic., a study of the causes of material welfare, was accordinc to 
Robbins too narrow andfleering.'~TEe~ , word "‘'material ’ itniidscd 
unnecessary limitation. '“Commodities and services mav promote 
material welfare under one set of circumstances and not under others. 
Thus this old conception of Economics hekod universality and scien- 
rific preeisioa. But Robbins’ definition transcends .these narrow 
bonndariMandlaysdownamavim which is true of all times and 

“ d3 (economic) laws are like the laws 
° -II Jipphcible to fields that have no connection whatsoever 

with busines; or produciion of wealth.” Consequently, no charge of 
^rdidn^s or preaching of iifammoaism can be levelled against* now ’ 
Economics. It can no longer be called a '-dismal ’ science. Whor- 
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ever the ends are many, and tlie means are scarce, Economics is 
directly concerned. All ideas of relativity are replaced by those of 
universality and Economics has been placed at a high scientific 
pedabtal. ' 

But.Kobhins is not -witbout bis critics, j The Marsbollian spirit 
is not dead.' Economists like Durbin, Fraser, Wootton and Beveridge 
have put up a atioug defeuSe ' Of ''MarthalUauriSfeOudrai^l 'Woottou 
urgesj that it .is very difiicult fer economists tq_^divest tbeir^ dis- 
cussions completely of >ll '_noTroatiyc~‘8j^fic8n(ro.” Eraser says, 
" Economics is mor e 'than aT value t heory or_ equ ilibrium analysis.” 
Robl)ins’"iaea"bi^conomiw, £Boii^~ndmitfe3Iy more , scientific, is 
colourless, impersonal and neutral ns regards ends. " Equilibrium 
is just an equilibrium,” It is entirely divorced from human welfare. 
Economics becomes 8ynonympus„5vith theory of value. Attention 
is focussed on valuation which is now considered the central pro- 
blem of Economics. Other aspects of the stndy of Economics have 
been relegated to the background. The human touch i8..bntirely 
missing. It is well to emphasif o with Ely that “Econonnea^ is somo- 
Biins'more than a science, a science shot through with'~tHc'' infinite 
yanety of human life, calling not only for systematic thinking but 
for human sympa'thy, imagination and in an unusual degree for the 
saying grace of commonyense.^ Bobbins reduces Economics to a 
iherc abstraction and makes the study of it still more complex and 
difficult. This detracts from it utility for the common man. Utility 
Economics lies, in a largo measure, in its being a conoroto and 
realistic study. 

' " 'After all there is not much amiss in the traditional definition of 
Economics as ‘a study of a man’s ordinary business of life’ or *a 
man’s actions in relation to wealth’. Wealth stands for scarce means 
and man’s actions in relation th them imply economising of them. 
Therefore, 'disposal of scarce means which can be put to alternative 
iuees’ -is implicit in'‘it''' 0 nd what is more important, it keeps man 
steadily in the forefront. We need not, Ihercfore, dethrone Marskall, 

We should, however, remember that ‘definition is not a more 
question of words but question of things’. So long as the tbingaVare 
clear, the words used are immaterial and the wordy warfare is really 
unnecessary. There is a sphstantial measure of agreement as to 
what Economics stands for, The ‘orntre’ is admitted, the dispute or,ly 
relates to the ‘circumference/. This need not be unwelcome because 
‘without disagreements at the circumference no science can hope to 
make advances’. 

, 7. Is Human Behaviour Regulated with the Object of Masi- 
,mising Utility or Does Maximum Utility Merely Follows as a 
Consequence? This question has been discussed by Mr. J.K. Mehta in 
bis Advanced Fconomic Theory, (1948, p.5). The* human wants vary 
in urgency and intensity. They aro partly determined by external 
— /■? — . 

]. Ely nnd Others— -Outlines of Economics— 1030 p. 4, 
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Etimnhi arid partly by our oun nature. With 

ueoolo rrants are mostly determined by external forces In satisiy* 
mg^tbeir rrants they are governtd by the 

or^ intensity. But uith the civiliBcd man, 't is the rational mind 
-a Inch conrtols and guides the satisfaction of wants. In thoir case 

it is the expected utility which delormines the urgency of a want. 

The behavicmr of animals is instinctive and there is little conscious 
direetiontowdswaut-Eathfaction. There is no conscious maxitnis- 
ing of utility. Governed by their natural instincts they feel and 
satiifv their wonts imposed by forces around them. This is not the 
case with rational beings. They are not simply ruled by forces 
from without. They moke a conscious effort in making the most 
of their limited resources and of maximising their utility. This 
is the case with most of us. This can he regarded as a normal 
behaviour of man in tho economic sphere. Thus human behaviour 
is regulated with the object of maximising utility and maximum 
utility does not follow merely as a consequence of satisfaction of 
wants ‘ 


8- Not Maximum Satisfaction but the Attainment of the 
State of WanUessness is the aim of Human Activity.* A now 
definition of Economics has been given which seems to 
bo in accord with th'* Indian genius especially that of ancient 
Indians. It is said that it is for tho sliort-sighted people that Science 
of Economics studies human behaviour which aims at maximising 
utility. Those who are wise do not take such a short-sighted view. 
They rather aim at attaining happiness which is the outcome of a 
state of wantlcssness. 

When a man feel® a want, he cxporiencos some sort of pain. 
When want is satisfied the pain is removed. It is negative gain and 
not positive advantage. At tho most in some eases the satisfaction 
of a want results in an agreeable experience, a sort of pleasure. But 
pleasure is not happiness. Pleasure is something transient. The 
satisfaction of a want puts the consumer under tho influence of a 
sort of opiate whoso effect is temporary. It is like morphia injec- 
tion. Tlie effect is temporary and the pain recurs. 

Similarly, satisfaction of a want does not end tho matter. Old 
wants recur and now wants arise. .Man is caught in the spiral of 
ever-mounting wants The way to happiness does not lie that way. 
Alaximising utility or satisfaction leads only to temporary removal 
of pam. But the soul of man yearns for more and more. 

On the other hand, if a man treads the rough and rooky path 
of dis^rdmg wants rather than satisfying them, he treads tho path 
of wisdom. It will bring him contentment and hipplncss. Aeeord- 
mg to WMtern standards his life may be drab and dreary^yet it is 
me which will toko him beyond shallow and transient feloasu re. 
Wants satisfied wdl recur but wants discarded never wdl. The aim 
of human behaviour should be not to maximise utility, but to 

I, See J K Jlehta — Advanced Cconomie Theory, 1948, pp 7-14 
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minimise wants till be has gained freedom from wants. Wo can 
never attain this freedom by yielding to our desires and satisfying 
them but by controlUng and discarding them. 

It is not possible to discard all tbo wants. The process of 
selection, of which Robbins speaks, will have to^ bo applied. When 
we have attained the state of wantlessness we may perhaps cease 
to be human beings. Process of pick and choose will then come to 
an end. Human behaviour should bo directed towards this end. 
{“Removal of wants gives pleos ute but abs ence of wants gives some- 
I thing bettor ...Ea^n^^. 

Valuation— the Central Problem of Economics Ret 

ns think once again of the fundamentals of Economics as 
enunciated by Robbins, viz., the scarce means and the multiple ends. 
The resources available to a community aro limited in quantity but, 
because human wants are unlimited and the resources aro capable 
of alternative uses, the demand for these resources is very groat. 
Scarcity gives them a price in the market. In case they had been 
free goods, the problem of valuation would not have arisen at all. 
The problem of value arises on account of multiplicity of wants and . 
scarcity of means. 

Economic activity consists in the utilisation of scarce means to 
the best advantage of a person. This obviously cannot ho done 
without evaluating the resources and without comparing their rela- 
tive utilities. Valuation is the problem of exchange and exchange 

• is the connecting link between production and consumption. It 
brings producers and consnmors together. It is thus literally the 
central problem. 

We have to face the problem of valuation in all the depart- 
ments of Economics. In consumption we are concerned with thh 
satisfection of wants. The' consumer wants so many things to 
satisfy his wants and he is constantly faced with the problem, *at 
what price’ ? The goods that he wants are scarce, he cannot have 
them free. To what extent he is able to satisfy his wants depends 
largely on the level of prices prevailing in the market. Can it 
therefore be doubted that the problem of price or value is the most 
important jiroblem for a consumer ? 

Think of the producer. He has to employ land, labour and^ 
capital — various factors of production in his business. He must make 
very careful calculations of tbo prices he has to pay for them. A 
I little want of care on his part will change a handsome profit into a 

* lamentable loss. Just as the consumer wants maximum satisfaction, 
the producer wants maximum profit. Ho must devise the most 

f economical ^combination of the factors of production. Can he do it 
f without going through the valuation process I The 'problem of 
5 valuation is, indeed, an important one from the producer’s point of 
K view. 

The third branch of Economies is exchange which is concerned 
with price-determination. Price determination is valuation. Who is 
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notaTvare of the price Huctuahonsm the market, ^ Prices vary from 
time to time and from plr -e to place. The price of wheat m 19 19 was 
Rs. 2/S/- per maund and it was Rs. 12'- in 194S. Price of snsar m Im n 
is Be. 1/- per seer (May 194S) but Rs .t/- per seer m Paki^stan. M hi 
is it so 1 A.11 this is tho problem of valiiotion, and the tjovernmont 

and "the public are alike worried about the course of prices. Their 
importance to the economic life of a nation is indeed vital 


■When we pass on to the L ir'-'i branch of Economics tn3.,._ 
distribution, the problem of valuation assumes no less importance. 
Here we are concerned with the determination of rent, wajes, 
interest and profit. Rent is the price paid for the use of land, wage 
is the price of labour, interest is the price of capital and profit the 
pnee of enterprise. In evchange wc are concerned with valuation 
of goods hut in distribution with the vahiation of the services of 
the various agents of production. The well-being of these agents 
depends upon the respective shaiea that they receive out of the 
national dividend. 


Thus in all branches of Economics, the problem of valuation 
is the most-imp ortaut problem. It may rightly be called the central 
problem of Economics. 

There are several forces which evert their innucnco on valua- 
tion. Detailed analysis of these forces we shall defer till we come 
to the discussion of problems of exchange. Let it suffice to ircntion 
here that besides the forces operating on the side of demand and 
that of supply, the state can also exert a great influence on the 
course of prices Apart from direct price control, the state can 
influence prices through its taxation policy as well as by its Store 
Purchase'policy. Pnees also greatly depend on the form of economv. 
Dnder capitalism prices will be determined by competition, perfect 
or imperfect. Prices will find tbeir own level through the unfetter- 
ed operation of the forces of demand and supply. A Socialist State 
may subsidise commodities consumed by the poor and sell them at 
less than the co=t. A Fascist State fixed a price which it regards 

fafr. 

Taluation is not only an important problem but also a complex 
one. It IS not always easy to disentanelc the influences opewirinf' 
on it. 

10. Inslitutionalisin in Economics. A brief mention mav be 
made of a new school _ of economists c.allod the instihitioniilists. 
Iliey are mostly Americans and 'W. Mitchell m-'v be regarded as 
their leading representative In India Prof. Badb a Hamal Muker- 

^ has a valuable contribution to institutionalista m 

Economics. 


^ economic 

r of studying individual behaviour they concentrate 
behaviour. They define Economics as a 
science of social behamour, Naturally study of social institutions 
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ocoupies their mind largely. They believe that human behaviour 
can be controlled and' improved. Improvement of human behaviour 
is their principal aim. 

To Adam Smith’s doctrine of ‘ self-love ’ and self-interest 
the institutionalists are strongly opposed. Tlioy regard this trait as 
anti-sooial and unbecoming to the dignity of man. They do not 
believe man is so selfish as that. He has social instincts and it is the 
\ function of a good economic system to bring out the best in liim. 

The institutionalists mostly rety on inductive method as a menus 
of economic investigation They are more realistic and make a 
liberal use of the statistical information at hand. They deprecate 
abstract or deductive reasoning. ‘ 

There are those who do not lay much store by the literature 
1 published by the institutionalista. Nevertheless thoir’s is a point of 
view which deserves due recognition. After all man does not live 
alone. He is a social animal. It is only right that his social bc- 
haviour is made a subject of special study. 

11. The Rationale of Economic Activity. We find all around 
us people busy in various walks of life in the pursuit of wealth. 
The farmer, the factory labourer, the clerk, the teacher, the doctor ^ 
and every man of profession is engaged in making money,’ But 
money in itself is of little usc.-Whot ho is really'aftcr is not money but 

^ the amount of goods and services that he can buy with money. 

, It is the desire for the enjoyment of consumers’ ^goods that is res- 
ponsible for the starting and the running of the raaohinery. of pro- 
duction. Heroin lies the rationale of all economic activity in the 
world. Thc> entire productive apparatus is directed towards the 
• production ultimately and finally of the consumers’ goods. 

12. Opportunity Cost. It is not, however, possible to supply 
to the consumers all the goods and services they would like to 
enjoy. The resources of the world are limited. The factors of 
production with which to bring the consumers’ goods into exis- 
tence are not to bo found in a state of super-abundance. If that 
had been the case all economic problems would have ceased to exist. 
The means being limited and the wants clamouring for satisfaction 
being unlimited, we have to pick aad choose. Of the two alter- 
natives before a person the one which is forgone is the price or cost 

V of the one which has been chosen. This cost is known as the Op- 

^ portunity Cost. With a ceitain amount of money I may be able to 

see a cricket match or go to a cinema show, and if I may 
choose the latter then the cricket match which has been sacrificed is 
the opportunity cost of the cinema show” I have enjoyed.' This is 
also called Displacement Cost. Thd concept of opportunity cost 
does not only concern a consumer, but the producer too. He has 
also to choose an economical combination of factors of production. 
He must substitute labour for machinery and vice mrsa and 
. ' thus accept one alternative and reject another. In the realm 
of exchange, again the concept of opportunity cost exerts its 
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influence. If with a given set of factors yon can cither ]>roduco 
• this .Tssortmcnt of commodities or that, then the opportunity cost 
ratio will determine their relative price?, becaupo the price of a 
commodity produced by a factor must in the long run be, equal to 
the price of another commodity which the ramo factor is capable 
of producing. 

13. Economic Decisions. Any decision made in connection 
with the utDisation of scarce means for the satisfaction of un- 
limited wants is an economic decision. IVith the Umit^d 
resources at our disposal, it is impossible for us to Bati.sfy 
all our wants. Economic decisions are neccssars- to determine 
which wants to satisfy and which to relinquish. Choice is a fnnda- 
mental necessity in the economic world arising out of the fret of 
mulHphcity of wants and scarcity of means. This choice is’ omhodicel 
m the form of countless economic decisions taken by numberless 
Ecatt<irca individuals. 


. . decisions may be private decisions or business de- 

cisions The pnvato individual h.as a limited amount of money 
property time and other resources at his disposal. It is rnanS; 
inadeqnate tomcetdl us desires, real or latent. He must Sc 
be satisfied and which should remaif , n! 
fulfiUed. His decisions will depend upon his own tos^^s Td 
en^mnents. They are more or less subjective, and it is dMcult 
to formulate any hard and fast rule about them The 

man, too, has to decide what use he should mak'e onim prodnctive 

r^ources of land, lateur, and capital at his disposal. Wo kill hU 
aim IS to maximise his profits. His decisions, unlike the Eriom 
of a private mdiviaual, arc capable of beiiic looked at ?• 

tively. But in the case of bo'th, the funlametS probE u 
same, tiz., the proper utilisation of scarce means wh; n ^ 

altcmativeHies. This is what Economics is conrrm be pnt to 

puts jt, "'S^nomics studies activity of husbandr^'^ 

gathe^’ ^ ttonfnherc Iro ts arc 

Economics to^e regarded as a ScieL has been danfienSd W 

says again, “Economists are under the susnlnir^^n nf 

tans and they cannot afford to being oharl^p: 

t» ‘bem-, 

common appf^ation by theoretical economistr’of e “'=‘^'»s.»igly' 
to their studies there is an element nf r i ^ science 

zcalons student 

time to remind himself that of all tfio . 1 j io 

cost curves or indifiference curves that schedules 

to his text-books, not one SeS by 'Icoi^ fomidable appearance 
The reader woSdleall, ^ /o«nded upon 

V 

1. V\ cotton Lament for Economics, 193g. p. 14. ' ’ 
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tion endorsed by the weight of authoritative opinion of the course 
'of events to be anticipated in any concrete historical situation.”*^ 

It is further pointed out that men being endowed with a free- 
dom of will, which is after all not illusory, and that economic 
phenomena being highly complex, varied and variable, it is dilB- 
cult, nay impossible, to build up a science on such a slender footing. 
The claini of Economics to be called a Science seems to have been^ 
therefore, completely demolished. But it is not so. 

^==^^^hether a particular branch of learning is entitled to be ,re- 
garded a science or not, depends on what we consider a science to be. 
If we expect a science to formulate laws applicable everywhere and 
at all times without any reservation and qualification, and if we 
expect it to predict the future course of events, then franldy speak- 
ing Economics is nqt a science. But these- n^quisite s of a science do 
not accord with modem notions as to what a.science is. By science 
we understand a systematized body of knowledge and not „.merelv-a 
coSection ^' factsT so ^ that the facts spea^forUthemselves. In the 
wofds^ Poincare, “ Science iinSuift u p of fa cts as a house _ is_ built 
UT> of ston es ; but an accumula tion of Tacts is no more a science than 
a Imap of stones is a house.” ^ 

There is lin almost complete agreement on ' the point that 
Economics fully deserves the title of a science although by the very 
nature of its raw material, it cannot be as perfect and as exact a” 
science as some of the natural sciences. The Economic Science 
has by now attained a fair degree of maturity. The economist has 
c611ected his facts which ate fairly of a homogeneous " ty pe. The 
facts have been carefully analysed and put undefsuitable classifica- 
tions, and general principles governing these facta have been dis- 
covered and enunciated. What more’' is needed to make it a 
science ? In short, economic study has indeed become systematised. 
Besides, the economists use all the paraphernalia of a s^nce, f.e., the ' 
scientific methods ; and they conduct the economi:^Phquiry in a 
scientific spirit keeping their own prejudices and predilections en- 
tirely in the background. They try to look at thajr facts- in as ' 
objective a manner as possible even in matters in w|*h the inquirer 
^may himself be vitally interested. Economics is, 4|erefore, a full- 
figged science and some economists claim for it perfect equality 
‘with other sciences. “Economic Laws are on all fours with the 
propositions of all other Sciences,”^ It is time tfet this pedantic 
and^rron controversy is laid at rest. 

. ^^5. Is £c*n*inics Als* Au Art 1 It has been settled that 
Economics can be called a science, but can it be treated also as an 
, art ? ‘ The 'English economists are agreed that economics is only a 
science and not ah art. “ The type of science that the economist 
will endeavour to develop must be one adapted to form the basis 
of an art. It will not, indeed, itself be an art.” “ It is a science 
'purc and applied , rather than a science and an art.” (Marshall). 
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it dpes not study mm as an isolated individual who has renounced 
the world and has gone to live in the jungles or in the mountain 
caves. It studies, on the other hand, men who live in society affect- 
ing society by their actions and themselves exposed to social influ- 
enefes. Economics is not so much concerned with “■ the economic 
man” — an abstraction, hut man of flesh and blood and the man 
whom we actually see in the world, swayed by ordinary motives, 
noble or ignoble, and having his ordinary' share of human virtues 
and weaknesses. . 

We have also arrived at the conclusion that Economics is both 
a science and an ax*t. The English economists generally hold that 
it is not the function of Economics to solve practical jiroblems. 
Although economic aspect of these problems may be very important 
and the economist’s opinion will he of very ''great value, yet no 
problem can be solved on-economic grounds alone, for the political 
and moral considerations may also be involved. . “ The theory of 
Economics does not furnish a body of settled conclusions immediately 
applicable to policy. It is a method raiher than a doctrine^ an apparahis 
of the mind and technique of thinJeing which helps its possessor to draw 
correct conclusion.” (Keynes). 

Wo do not quite agree with this view. No economist has lived 
up to this ideal. Adam Smith,‘Ricardo, Malthus and in our times. 
Lord Keynes, hav'e all actively interested themselves in the problems 
of their time. In the words of Eraser, ‘‘An economist who is only an 
economist is a poor pretty fish.” According to Tugwell it is only a 
premature flowering of Economics, which is responsible for its sepa- 
ration from practical life. Wootton complains that “ we spend too 
much time forging theoretical tools and too little time in trying to 
make practical use of them.” When we study Economics, ”our 
impulse is not the philosopher's impulse, knowledge for the . sake of 
knowledge, but rather the physiologist's knowledge for the healing that 
knowledge may help to bring.” (Pigou). Our view, therefore, is that 
the economist mnst lend a helping hand in the solution of practical 
problems and he is in a much better position to do so than a states- 
man who is devoid of the knowledge of economic theory. 

As to the question whether Economics should pronojince moral 
judgments, the English Classical School was of the view that it was 
none of the functions of .the economist to comment on the right- 
ness or ivrongness of the economic position. Senior thought 
I that the -economist could not add even one word of advice. 
Cairnes paid Political Economy stood neutral as regards ends as 
rnechanics stand neutral between rival scheme's of railway construc- 
tion. l^cently Robbins has reaffirmed this neutrality. It has been 
emphasised that Economics is concerned with the means and the ends 
lie outside its scope. Economics is not concerned with the desirability 
or otherwise of the ends. It is said that the function of the economist 
is to explore and explain and not advoc tie and condemn. This, in our 
opinion, is not the right -view. ' 

Wo agree with Hawbrey that Economics cannot be dissociated 
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from ethics. There is an “economic ought. Having analysed, fo 
example, thocau.sea of the maldistribution of ° 

economist fight shy of saying that it ought to be better distributed • 
“A non-psychologieal Economics must, therefore, bo regarded as, 
either a superficial fragment or as positively non-scientmc. it is 
Hamlet vith Hamlet left out Economic.s, therefore, is both a 
positive and a normative science and we do not agree mth Bob bins 
■when he says that the gulf between positive _ Economics and nor- 
mative Economics is so wide that no human ingenuity can brifee. 
On the contrary, the tendency during the last half a century ^is teat 
EcoTioMtcB is becomiTig iTiore. UTid more ** Poltficctl EconoMt/ . xhe 
scope of Economics is being widened so as to include politics, ethics 
and. religion. The function of Economics is, therefore, not merely . to- 
describe, analyse and generalise but also to furnish guidance in the 
practical affairs of the world. 


17. Methods of Economic Science- One of the grounds pn 
■which Economics has been recognised to be a science is that like 
other sciences, it, too, uses the scientific methods. Let us now see 
■what these methods are. 


The early English economists, known as the Classical School, 
tried to buildup the science of Economics from a few simple gener- 
alisations and the method that they used is called the Deductive, Ana- 
lytical, Abstract or a. priori method. Among these may be -mentioned 
Senior, hlill, Caimes and Ricardo, the latter being tbe cbief exponent. 
The advocates of this method start with a few indisputable facts 
about human nature aud draw inferences about individual -concrete 
cases. Eor example they behoved that self-interest alone guides men 
in their daily life and they tried to explain and predict all human 
behaviour in terms ofwelP-interest, which was obviously wrong. - . 

This method has the merit of being simple, effective and certain, 
provided the assumptions are valid. This is a very big “IE” indeed. 
More often than not, the assumptions turned out to be ' unsound, 
■antrne or only partially true. They made Economic Science dogma- 
tic for they refused to admit that there might be some flaw in their 
premises. The Deductive Method proved particularly' dangerous 
when universal validity was claimed for generalisations based on 
imperfect or incorrect assumptions and > attempts •were made to 
formulate practical policies of the nation in the light of these 
generalisitions, 

Tiiere was naturally a reaction against this and a new school 
called the Historical fcchool arose. The reaction was specially 
marked in Germany and was represented by economists like Rosoher 
Hilderbrand and Frederick List. The new movement had also its 
supporters like Cfiiff Leslie in England. They advocated a method 
which has come to be knotra as Historical, .Inductive or Bealistic. 
This method insists on the examination of facts and then laying down 
^ general psibjoipies. Here we go up to " generals”. from ‘‘particulars” 

te .Wolfe in Tugwell’s Trends of Economics, 1935. p. 400. 
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•whereas in the Deductive Method we come down from “ generals” 
to “ particulars*” 

The main weapons in the hands of inductive economists are 
observation and experiment. This method has the merit of being 
based on facts and having, therefore, a surer foundation. But the 
danger is that hurried conclusions may be drawn from insufficient 
number of facts. Some important facts may have been ignored and 
the conclusions may be unwarrantecL Besides, observation and 
experimentation have a very limited application in a scien^ which 
deals with human activities. 

But as against this it may be pointed out that although conscious 
experimentation is simply out of the question in Economic Science, 
yet history affords a number of experiments in the form of economic' 
measures adopted from time to time. The granting of discriminating 
protection in India is one big experiment. In modern times the' 
application of the Inductive Method has been very much extended. 
There is a spate of statistical publications in every country. The 
“ blue books” arc full of facts and figures and' the economist has a 
large and reliable supply of the material from which to draw his 
conclusions. The modern era has been called the Inductive Era. 

The modem economist, however, does not rely on one method 
to the exclusion of the other. He u^es both. In the oft-quoted 
words of Prof. Marshall, ^‘Induction and Deduction are both needed 
for ftdeniific thought as the right and left foot are both needed for 
walking.^' The economist first starts tentatively with a certain 
hypothesis based on deductive reasoning and then tests it on the 
touch stone of facts and the hypothesis is elevated to the plane of 
a theory. Further checking in the light of the prevailing situation 
has to be done before the theory can changed into a law. 
There is thus what Eric Roll calls interpenetration of deduction 
and induction. 

Thus ” the true solution of the contest about method is not to be 
found in the selection of deduction or induction but in the acceptance of 
deduction and induction.” -(Wagner). Which of the two methods is 
to be used on a particular occasion, depends on the nature of the 
inquiry, the material in hand and the stage at which the inquiry has 
leached. , 

18. Laws of Economics. Like every othf'r science Economics, 
too, has drawn "its own set of generalisations, which are called the 
laws of Economics. Ihcse laws are supposed to govern, and explain 
all economic activity. In the words of Marshall they may be defined' 
thus : — ^ 

Economic Igivs^ or statements of economic tendencies, are those 
social laws which relate to branches of conduct in which the sti-ength 
of the motives chieflg ’concerned pan be measured by money price.” In 
terms of Bobbins’ definition of economic actirnty we might .say 
that economic laws are - statements of uniformities which govorni 
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applicability. The Classical Economists , were of tbe opinion that 
economic laws were immutable, jeternal. i nexorable ^nd m u niver-, ' 
s^I^pplibaBTf^TOtKout . wiiiis.o,eyer. The His- 

tQrical“5oliobl7”oh T‘he"bther handj emphasised their relativity and 
insisted that they had only a limited application to a given en- 
vironment. Bagebot, for example, declared that the laws of 
Economics propounded in England were applicable to “ a grown up 
society of competitive* C 9 mmerce.” Modern ^economic opinion 
inclines to the View that inasmuch “ as economie laws “are based On 
essentials of human nature they have a very wide application to 
almost all communities, although in formulation of actual economic 
policies allowance must be made for varying local conditions. Who 
can ^doubt that Gresham’s Law, Quantity Theory of Money, the 
Law of Diminishing Utility, tho Law of Choice and a host of other 
economic laws are independent of sociological and political condi- 
tions ? Given the conditions under which they are true, the con- 
clusions to which they point are inescapable. 

19. Relation of Economics to Other Sciences. All sciences 
have ' been developed by man for the service . of man. Economics . 
being a science of man par excellence and concerned with human 
welJare more than any other science must freely draw on every 
other science especially History, Mathematics,' Statistics, Physical 
Sciences and j Psychology. It does not seek to establish or explain 
the laws of physical sciences \»ut simply uses them as bases for its 
own reasoning, e.g,, the Law of Diminishing Returns has been 
derived from the physical properties of the soil. Of psychology it 
has made much .'greater use. The Law of Choice which is the moat 
fundamental law of ' Economics has a psychological basis. Mill 
described Political' Economy as " a moral or psychological science”. 
Jevons made it even more psychological. To him the theory of 
Economics is ” tbe mechanism of utility and self-interest ” and 
“entirely based on a calculus of pleasure and pain.” , i j 

_ ^ ^ The relation of Economics ^ to the other social sciences is very 
intimate indeed. Philosophers like Corhte wbuld subordinate 
Economics to, and include it in. Sociology,' the general science of 
society. But Sociology still awaits development, whereas Economics 
has attained an advanced degree of maturity. As such it is capable 
‘ of being studied separately. This specialisation is highly condu- 
cive to scientific thoroughness, although it is wrong to think of it 
as an entirely independent science. Complete Segregation' between 
.Economics and Sociology is out of the question. ' 

Econopaics is very ^ closely connected with Ethics for all 
^onomic activities, must be ^coloured by ethioaI‘‘6on3ideTations.. 
When we discuss production and distribution, wp linust keep high 
moral ideas steadily in view. Economic activities must be con- 
ducted on ’a moral plane. By the ancient dcbriomic thinkers, 
Economics was completely subordinated to Ethics. It was not 
merely attendant and the hand-maidea of Ethics ; she was crushed 
and blotted out by her more prosperous and pampered sister.” 
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la the same way Economic^ depends on Jurisprudence, or h 
science of law. Economic actmties mu«b bo conducted p/U un 
Iceal frame-work. The economist cannot countenance predntorj’ 
activities, however lucrative they may be. Xlio bystem of lai 
limits and determines our economic activity. 


Economics and History, ngan., are closely allied. History fur- 
nishes the necessary' baelt,.round against nliich wc can have n better 
anprcciatiou of economic theories and jiroblems. Knouleclgc of 
history enables us to get a clear insight into the problems of 
Economics By means of histon wo arc able to confirm or disprove 
of old theories mid discover new ones. The discovery of gold mines 
throws a new light on the quantity theory of money and occurrence 
of Black Death threw- in bold rehef the demand and the supply 
side of labour. Similarly, history has largely contributed to foiaiu- 
lation of theones of trade cycles. But whereas Economics owes 
a debt to bislory, Imowledgo of economic theory, too, is of immense- 
value to the h^tonan. As a m.atter of fact lustory wluoh omits 
an analysis of economic conditions is incompleto history-, if not a 
misleading one. It has been well remarked : 


Economioa without History' has no root, * 

. j History without Economics has no fruit.” 

Of^ 111 the sciences relation of Economics with Political Science 
is the closest. It has already been mentioned that Eeotiomics is 
mote and more becoming political economy', the implication being 
that it 13 more and more becoming inextricably mixed up with 
pohtics. To the statesman economic considcral.ons arts the most 
important. Ho must take into consideration the economic habits 
and institutions before embarking on a certain political policy. 
The economic considerations are paramomit in determining polili- 
caXjohoi^. * 

conditions and institutions hav'o^ a 
laraadu.;^ influence on the economic conditions of tho country. 
Few can dtoy that economic development iii India has been voty 
largely influenced by the political factor. Politics and Economics 
thus act and react upon each other. Every current political pro- 
blem is predominantly economic in character. The present war 
like any other war. in modern times, is the outcome of a scramble 
for markets and materials. The Hindu-Muslim problem in our 
country' is essentially an economic problem. It is a desire to 
further economic interests of tho community which goads the 
people on for struggle for political powerr Tho Betting up of Eco- 
nomic Advisory Councils or the " Brain Truste” to adviso the poll- 
ticians sbo^s that Ecocomics is becoming more and moro a band- 
maid of politics. 


1 i U^ty of &e Study of Economics- The economist can 
legitimately be proud of tho fact that, in a way, his science is 
decidedly more useful than any other branch of learning. Ho other 
science miies human welfare its direct and primary concern. The 
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economist, in bis own bnmblo way, tries bis best to contribute to 
human w'clfaro. > 

Economics has gtevA intdkctual value, Tiioso who deroto 
thrir time to the analysis and understanding of economic problems 
are amply rewarded with the sharpeniug of intellect. The study of 
the various theories of value, of wages and of interest and unravel- 
ling of the mysteries of foreign exchanges and the attempt to under- 
stand intricate currency and financial problems j)rovido an excel- 
lent mental gymnastics. 

There is also the cultural value of the study of Economics. 
The student of Economics is initiated into the mystery of the work- 
ing of the economic machine. He comes to understand how auto- 
matically it goes on working without apparent jolts and jerks witli- 
out any presiding genius to direct it. Every individual is a worker 
in this vast and comple.x productive sj^stem. He has also his own 
contribution to make it the cumulative result. This teaches him the 
lessons of economic interdependence. It gives him a sense of pride, 
a sense of responsibilitj* and hotter appreciation of the sohomo of 
things. Ho can take more intelligent interest in his work. This is 
no small gain. In any sclr me of mental culture, Economics must 
form an indispensable element. A person without elementary know- 
ledge of Economics must bo considered a somi-cducated person 
because so much of wbat is happening around him has economic 
implications which ho may fail to grasp. A great deal of what 
appears in the daily papers is unintelligible to him, A mere men- 
tion, for example, of sterling balances and of inflation moots with 
a stupefied look. Cultural value of Economics cannot, therefore, bo 
exaggerated. 

The practical importance or vocational value of Economias is also 
very great. To the statesman, the knowledge of Economics gives a 
better grasp of the political problems that face us, to tbo solution 
of which ho brings to bear more imagination and more sympathy. 
For the finance official a knowledge of Economics is indisijonsablo.'^ 
To the labour leader it is of help for the understanding of the iudus- 
trial situation and it enables him to fight the battle of labour against 
capital more effectively. Ho Avill know when to press his demands 
strongly and when to yield gracefully. 

Economics is the strongest ally of the business man. Ho can 
Icam the principles of business organisation. Ho Will bo able to 
plan hie business well and tackle tbo problems of production and 
marketing more successfully. To the business man it thus renders 
direct assistance. The breadth of vision which the study of Economics 
necessarily gives, stands him in good stead in times of difficulty. It 
is really difficult to think ' of any aspect of human life, witlj its 
multitudinous activities, where the knowledge of Economics is not 
useful. It is a living science dealing with concrete realities of life. 
“You cannot,” says Wootton, “be in any real sense a citizen unless 
you are also in some degree an economist.” ' . / 
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2!. Economic Freedom. There are three aspects of economic 
freedom -n-hioh is enjoved by the people under a modern capitalist 
system In the first place, a person is free to use his property in 
any manner that he likes and he has not to -submit to any dictation 
from any superior in tins respect. Secondly, he is free to start any 
business or enter into any profession he chooses. This is known as 
freedom of entcrpnse. The individual entrepreneur actuated solely 
bv the mjtive of self-interest and profit, like the ‘economic man’ 
initiates production and takes risks. The state does Hot seek to 
drive entrepreneurial activity into marked channels. Lastly, there 
is the freedom of contract Individuals are free to contract business 
alliances and settle the terms as they suit them, lesting assured 
that the state will uphold them 


But there is na absoluts freedom in these matters. They enjoy 
but a relative freed >m. Every enlightened state imposes certain 
restrictions on this economic freedom in the interest of the -larger 
freedom of the commumty The enjoyment of economic freedom is 
subject to general welfare. No one can use his property or enter 
into a contract or start an enterprise which is in any way detri- 
mental to the community or any component part thereof. 


22. Price Mechanism. A very noteworthy feature of the present 
coonomio system is the ‘pricing process’. The price-mechanism 
functions in such a manner that the adjustments in the eoononiio 
system take nhee almost automatically without any direction or 
dictat'on from a central authority. Price is the regulator of both 
jirodnction and consumption The consumers are able to convey 
their preferences tlirough the prices they' arc willing t-> offer. 
Similarly, the producers arc able to indio.ate the scarcity or abun- 
dance of a corimodity by' means of the price they are willing to 
accept. If price rises, it will check demand and stimulate supply 
and vice zer a. If there is a greater demand for a commodity than 
the 'upplv Uiereof, adjustment between the two wall be bronolit 
through the rising of the price. Conversely, if the supply is greiTter 
‘than the demand, the price will fall and equate the two. ' 

The same type of dove-tailing is effected in the sphere of distii- 
butiou where we are concerned with the remuneration of services of 
agents of production. Rent, wages, interest and profit are the prices 
paid for factors of production If there is a large supply of labour, 
wages will fall and induce the e-nployers to employ more and absorb 
the supply. If, on the other hand_ supply of labour has been curtail- 
ed by war or epidemics wages will rise uud give a warning sign'd to 
the employers of this shortage. ° 

Tile price obtained either for a commodity or a service consti- 
tutes an mco ne which through its purchasing power determines the 
extent and the dmection of economic activity. There seems to be 
evrry justificition, therefore, for the present evstem to bodo=i”natcd 
as a ‘government by price’. 

The price-mechanism is supposed to have harmonised the 
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iiitereats of both the , consumers and the producers. In the words 
of Benhnm ‘it lends to harmonise the desire of entrepreneurs for 
profits and the desire of consumers to satisfy their wants as fully as 
possible from the factors of production available.’ This harmony 
is, however, not alwa5’'s realised in actual practice. We may find 
that either the consumers tre being exploited or the entrepreneurs 
are suffering. While the consumers enjoy the benefits of cheap 
production, they are sometimes deliberately defrauded, or they are 
. at the mercy of the monopolist. On the other band, the producing 
company may suffer because of inefficiency of the directors or because 
directors are enriching themselves at the expense of the company. 
Thus we generally find divergence rather than harmony between the 
interests of consumers and producofa, for the price-mechanism does 
not often work smoothly and freely. 

23. Division of Economic Study. The traditional method 
of dividing the study of Economics is to split it into four parts — 
Consumption, Production, Exchange and Distribution, This is in 
keeping with the old definition of Economics, viz , that it is con- 
cerned with man’s actions in consuming, producing, exchanging and 
distributing wealth. This mode of treatment cannot fit in with the 
new definition of Economics given by Bobbins, according to which 
Economics is concerned with the problems of choice, arising out of ' 
disposal of scarce means im relation to multiplicity of ends, A different 
treatment of the subject is called for to bring out tbe implications 
of this new conception of Economic Science. The traditional 
method is, therefore, regarded as unscientific. The modern approach 
is to treat the subject as a whole rather than split it up into different 
compartments. 

But we feel that in an elementary study like the present one, tbe 
traditional method Avill be more suitable. It will make for simplicity 
and clarity and specially suit the students, who are not engaged in 
an advanced study of the subject. While we adhere to the old treat- 
ment, we shall of course take notice of the latest developments in 
Boonomie theory respecting each department of our study. We shall | 
divide our study into four compartments or departments," viz., Con- 1 
sumptiod (or damand), Production (or supply), Exchange (the balanc- / 
ing of the two) and Distribution (sharing of tlio national income). ' / 

In Consumption we shall study bow limited means are utilised 
for the satisfaction of unlimited wants. We shall take note of the 
characteristics of human wauls and the various laws governing 
their satisfaction, e.g., the Law of Diminishing Utility, the Law of 
Substitution and analyse the concept of Elasticity of Demand and 
Consumer’s Surplus. We shall also 'examine the idea of the Sove- 
reigiity of the Consumer. We take Consumption first, as it furnishes 
the initial impulse and driving force for economic activity. 

The study of Production will consist of the study of the four 
Agents of Production, their lelativo efficiency and the way they 
combine^ and co-operate to produce wealth. In the terms of new 
Economics we shall find how the limited means for the satisfaction 
of unlimited wants are obtained. Production will acquaint uh with 
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1. Introduction. In the first chapter, we have made a pre*. 
liminary and r^id survey of the nature of Economics and the main 
features of our eoonomio system. But before we begin a detailed 
study of tile subject, it is necessary to fix in our mind the precise 
meaning in which we shall frequently use certain terms. This will 
avoid much unnecessary confusion. One source of difficulty in the 
study of Economics is that it uses terms of ordinary speech, giving 
them scientific meanings. Some of the more important of these 
terms are explained below : — 

2. Goods and their Classification. The term * good * or 
‘ goods ’ is used in Economics in a special sense. Anything which 
is capable of satisfying a human want is called a ‘good'. Air, broad, 
table,’ etc., are all wanted or desired for the satisfaction of human 
wants and are therefore ‘ goods Everything desirable is a ‘good’. 

Goods may be classified as under : — 

(1) Material Goods, e.g., bread, chair, books, etc. 

Non-Material Goods, c. g., goodwill, 

(2) Transferable Goods, e. g., house, land, furniture, cattle. 

They are not necessarily bodily transportable. , 

Non-Transferahle Goods, e.g., a person’s faculties or capabilities 
his skill, his intelligence, etc. 

(3) Personal Goods, e.g., skill, intelligence, etc. 

. Impersonal Goods, i. e., the things which are oxtbrnal 
to a person or which may be possessed by him. 

(4) Durable Goods, i. e., those which continue giving service for 

a long time, say for years, e. g., house, furniture, etc. 
There are different degrees of durability. 

Perishable Goods. They are finished up in the course of one 
satisfaction, 'e.g., meal, and are not capable like the durable 
goods, of giving a series of satisfactions. 

(&) Pubhc Goods are those which are public property, i. e,, 
owned by the municipality or government, e. g., townhall, 
public library, college building, etc. 

Private Goods. These goods are the property of private 
individuals, e.g., a person’s house, land, cattle, etc. 

(6) Consumer's Goods, Consumption Goods, or Goods of the First 
• Order, These goods directly satisfy the consumers’ 

^ wants. They yield satisfaction directly. They are wanted 

for their own sake, e.g., bread, clothes, house, etc. 

Producers' Goods, Production Goods or Goods of the Second 
or Higher Order. These goods! yield satisfaction only 
indirectljr. They are desired not for themselves but for 


1 



GOODS, WEALTH AND ViHiUE • 27 

painful efforts to acquire them. “ It may be said, with an appearance 
of a paradox, that more things in the nature of wealth a community 
has, the less prosperous it is.” {Taussig). This is so because the 
welfare of the community does not solely depend on wealth, i, e., 
scarce or economic goods. Free goods make their own contribution 
to human welfare. If more goods belonged to this category, human 
welfare will be more easily promoted and it will bo more widely 
spread. 

- 3. UtiKty. We have seen above that every “good" or commo- 

dity possesses a quality by virtue of which it satisfies a human want. 
This want- satisfying power is known in Economics as utility. Any- 
thing which satUfies a human want, directly or indirectly is said to 
possess utility, the want may be sensuous or otherwise. It is the 
value- in-use of a commodity. 

When wo say a mango has 10 utility and a piece of pastry 7, wo 
simply wish to declare our scale of preferences and indicate relative 
degrees of our satisfaction from the consumption of those two com- 
modities. Dbiliby is, therefore, simiily a conventional representation or 
an objective expression of something subjective, i.e., our degrees of 
preferences. Utility indicates the intensity of desire. 

Every article possesses some inherent qualities on account of 
which it satisfies a human want. But when we speak of utility we 
do not refer to s^^ch intrinsic qualities of a commodity. On the other 
hand, we are thinking of the commodity in relation to the wants 
of an individual. A cigarette, for example, has some quality in 
itself on account of which it is capable of satisfying a human want. 
But to a non-smoker it is of no use. Ho docs not want it. For him 
the cigarette possesses no utility. Utility is, therefore, subjective and^ 
relative ; it is not objective. It lies not merely in the commodity j 
itself, but in the mind of the consumer. It simply indicates the 
reaction of an individual and not of the society at large. It relates the 
consumer to the commodity. "Being aubjoctivo it varies from individual 
to individual. The same thing may possess some utility for one person, 
more utility for another, and no utility at all for a third person. A 
horse has no utility for one who cannot ride and a picture for one 
who cannot see. A person who has no ear for mu&io or an eye for a 
work of art will be insensible to any artistic beauty. He cannot 
appreciate it. Obviously so far as ho is concerned, such things 
possess but little utility. In tlie words of Chapman, “ external 
goods are goods only in relation to internal goods.” 

It is not merely from individual to individual that utility varies. 
It may vary in the case of the same individual at different times, 
A change in the tastes, season, or fashion, even advertisement and 
propaganda may affect the utility of a commodity or a service. 

Utility may be disUnquished from satisfaction. Utility is the 
power of the thing to yield satisfaction. Satisfaction is what wd got, 
it is the result of utility. When wo eat a fresh, ripe and sweet 
mango wo are pleased. The freshness, sweetness and the ripeness 
and other cjualities of the mango constitute the basis for the utility 
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it possesses, but it is on account of tlicse _ that wo get batisfaction. 
The thing possesses utility, it gives us satisfaction. 

A dislindion of greaUr imjiorfance exists bciween uiilUtj and 
usefulness- The tuo uords arc often confused in the ordinary spwoh 
and are used as evnonvins. But if a thing possesses utility, it docs 
not necessarily follon that it is useful Smoking is not useful. 
Drinking of nine and the use of other intoxicants are harmful. But 
in the eyes of the economist cigarettes, vino and all such things 
possess utility, for the simple reason that there live jicople who are 
prepared to pay for them, and whose wants they satisfy Here the 
moralist and the economist do not see eye to eye with each other. 
The economist does not look at things from the moralist’s angle of 
vision. He is not swaj cd by ethical considerations when he wants 
to know whether a thing posse'ses utility or not. His simple test 
is “ Does it satisfy a liuroan want Is anybody prepared to 
pa 5 ' for it in order to obtain it for Ins consumption ? If the answer 
is in the affirmative, the commodify possesses ntiJ(t 3 ' boj'ond doubt, 
however harmful the consumption may be. The term tiiilihj has 
thus no ethical significance. 

It may also bo mentioned that the term utility refers only lO 
consumers’ goods and not to producers’ goods. A bioi’clo has ntilitj’’ 
for one who uses it. It gives him satisfaction. But tho mnohineiy 
used in the making of the bicycles gives no such satisfaction to its 
manufacturer. Ho is solelj' guided by the motive of profit and doos 
not get any pereonal satisfaction from tho machine. Dtilitj- refers 
to personal satisfaction and not satisfaction in anj' other sense. 

If is sometimes suggested that we should use "desirability” in 
place of utility. But this wotdd be open to tho objection pointed 
out above. " Desirability ” implies moral consideration, whereas 
utilitj' is morally neutral, The thing may be undesirablo but if there 
are fools enough to buy it and use it wc shall say it has utility. 

A better suggestion is the use of the term “significance." It has 
alreadj' been u^ by some economists,' e.g., Wickstced. It is free 
from tho objections mentioned above. A thing possesses economic 
wgnificance whether its use is undesirable or injurious, provided it 
is scarce in relation to human wants. ^ But the term utility is much 
more current in the language of Economics and we, too, shall stick 
to it. 

4. Value. Value is another term which has often caused 
confusion in economic thinking. In the words of Adam Smith, “the 
word value has two different meanings and sometimes expresses 
the utility of some particular object, and sometimes the power of 
purchasing other goods which the possession of the object con- 
veys.’ But the modem use of the word value differs from Adam 
Smiths.” 

The economists now do not use value in two meanings but only 
in one. For the first use of the word mentioned fay Adam Smith, 
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viz., value>in-uso, tlioy use fcho term utility. The, word vahtc is used 
in ilie second sense, i. e., valuc-in-cxchaitgc, acluul or poteiiHal. 

Vnluo of a commodity simply moans wbat other commodity’’ or 
commodities can bo got in exchange for it. Vnluo is the power 
of a comm’jditj' to command other things in c.vchango for 
itself. If a fountain-pen oan be exchanged for two copies of ytmr 
text-book, the vnluo of the pen is equal to two text-books. When 
value is expressed in terms of money it is called price. 

Can there be a general rise in values or prices ? Value is rela- 
tive. You cannot speak of the value of a commodity in absolute 
terms. You cannot for example say that the value of n particular 
commodity is great, without at the same timo having a number of 
commodities that it can buy at the back of your, kind. Value is 
relative because it cxprcsa(jH rolationsliip between commodity and 
commodity. It builds a bridge of equation between the two. Value 
of one thing is thus connected with the value of another thing. It, 
therefore, follows that there cannot he a general rise in vrtiics: al- 
though there can be a general rise in prices. 

Let US understand why there cannot bo a general rise in values. 
To take our previous example 1 Eountain Pou=2 Books. If the 
value of the fountain pen increases, it will buy more books than 
before. In other words, the value of the books will go down. If, on 
the other hand, the book? go up in value, the purchasing jmwer of 
the fountain pen goes dowii. The value of both things cannot go up 
siraultiincoufily. As the value of one thing is expressed in terms 
of another if the value of the former increases, the value of the latter 
must go down, for it can only increase in terms of the other. Thus 
value being relative, the values of all things cannot rise at the same 
time, t.c., there cannot be a general rise in values. 

But there can bo a general rise in prices ns it happened during 
the war. The price of everything has goho up. Prices of things arc 
expressed in terms of money. There are two sides of the equation 
bore, goods side and money side. In this cnee goods side has gone 
up, while the money side (t.e„ the valuo'of money) has gone down. 
Wo have seen that in the equation the value of only one side oan go 
up but not that'of both sides at tho same time. When, therefore, 
prices have gone up, it means tho value of things has gone up but 
the value of money has gone down. Thus there oan bo a general 
rise in prices but not in values. 

5. Wealth. There has been a good deal of difference of opinion 
as to what constitutes wealth and what does not. When Economics 
was defined ns a Science of Wealth, it was oonsidorod imperative to 
settle tho matter of the definition of wealth itself. Fortunately 
there is now a general agreement about tho nature of this fundamental 
concept. Whenever tho word “wealth” comes to our mind, wo at 
once think of cash, lands, buildings, maohinory, furniture, mortgage 
rights, government soouritios, stocks and 'shares and ao on. 
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Nok if we attempt to cenoraliH* tbc nature of thr'e eonnno- 
ditics ”, u c fhitU fiml til- 1 f Iioy are all the ohjcH- of Utuimn de* irc. 
They are uanlcd becvUise they cm satiMy human nautt,, dtrt cuy or 
indirectly. In sho'^t, ihfv pof •<('-'< vliUhj. Ee can, Uifr^fore, fi.y on 
one attribute which the Uuny- mual potu ‘•a before ue sb.aH li'mo to 
put them under thr label “sNcalth 

Bui thinhing further orcr the matter, we rhali notice that the- 
mcrc po' 5 se‘-«ion of otility in not a conclusive test to entitle a t.ung 
to be included in the c.atcgoiy of wraith. Air immense 

utilitj' : it IS even indisjiensable for human life Bat is it wraith f 
Does nnj body pay anything for it? No, _ It h not wc.tlth. B'c 
can thins of a host of rimilar “ commodities ", minstiiim, i-and on 
shore of the Arabian Sea, water coming out of natural sprinu*’ elo. 
They are not wealth, hccauso they are unlimited in quantity. There- 
fore Umitation or ,'!cnrcHi/ is onothcr coi/'nltal nUribuio oj ivcxtUh. 


f ^ 

One more attribute is aBo neces-ary, viz, Iroinfi mbili';/. We 
want to possess such thmgn, otherwise they will not command any 
price, Bosseasion is imjio'aible without transferability. Unlc-s a 
thing can be passed on m cvehange, it c.annot ho wealth to the 
owner. It is not bodily transfer that is necessary, mere Iran'-fcr of 
ownership is enough. 


To sum up, there arc ihr'-c attribute^ of treallh : (I) ufilif;/ ; 

(2) scanty or lunitaliou in supply ; and (3l iran^ftrohilily. 

Some other qualities are nl»o suggested, r.g,, that wealth should 
be susceptible of accumulation. But this is not always po^.sibk, for, 
as we shall see jirescnlly, “ services ” are included under wealth and 
they are not susceptible of collection. 

Another requisite suggested is that it should be the result of 
labour or it should involve .‘Jonio sacrifice in it*. acqui“ition This 
also docs cot accord with the facta : diamond-s did not entail any 
great sacrifice on the part of one who first came by them ; at any 
rate their value is out of all proportion to the labour expended in 
obtaining them. Take the cose of land. It is not man-made; it is 
a free gift of nature ; it did not cost much labour for tho original 
occupant. But all such things arc regarded as wealth in spite of the 
fact that no appreciable amount of labour was expended on them. 
Therefore the three attributes mentioned above arc enough to settle 
whether a thing is wealth or not. 


Wealth as defined above is synonj'mous with economic goods 
because they possess utility, arc limited and transferable. In tho 
words of J. N. Keynes "uraiUh consists of all potentially exchange- 
able means of saitsfying human needs** Anything whiek pO'^se.^sra 
value in exchange {in short value) is iccalth. 


_ Let^ emphasise again one point. Wealth is a relative term. It 
IS the attitude of man which makes things wealth. Human factor is 
r^ponsible in converting things which were not wealth into those 
whieh. are wealth. There are several things for which human beings 
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had discovered no use. They were free goods arid not wealth. 

' Several by-products of industry were thrown away as rubbish. Only 
recently in India molasses accumulated in the sugar factories to such 
an extent that they were 'even willing to pay something, to those 
who would rid them of this- nuisance. Setting up of distilleries 
' changed thern into wealth. Kalidas’s dramas are no wealth to the 
, barbarian. What is and what is not wealth depends on the human 
attitude towards the good or service concerned. 

Wealth as understood in this sense includes all material and non- 
material objects and rights and benefits arising from their use, as 
well as all kinds, of services provided they have exchange-value. 
This, definition of wealth excludes highly commendable things like 
love, friendship and character, simply because they cannot be bought 
and sold. . - • 

■ Let us now apply these tests to certain classes of goods and see 
if we can regard them as wealth. Once again we must begin with a 
caution;-. We cannot dogmatically lay down that this is wealth and 
this is hot. It is our own- point of view and mental attitude that 
includes certain commodities in the category of wealth and excludes 
others. A thing may be wealth under certain conditions, in a certain 
place or at a certain time, I and not wealth under entirely different 
set of conditions, e. g., air' is not wealth ordinarily, but becomes 
wealth in underground apartments, where money has to ho spent in 
making provirion for it. Now think of the following ' 

, , Persoml Qualities.— A surgeon’s skill, a lawyer’s debating talent, 
-a person’s intelligence and ability — are they wealth ? These personal 
attainments .are a source of wealth. We pay the surgeon for his 
skill. He has probably spent a lot’ of money and labour in acquir- 
ing it. .But these personal qualities arh not regarded as wealth. 
They . are not transferable and hence not exchangeable. When we. 
pay the surgeon we do not buy his skill but simply his service. His 
skill is inseparable from his person. Wealth docs not consist of what 
a man is, but what ho has, something external to himself; But such 
qualities of skill have been called persohal wealth by courtesy. 

' . Personal Services. —The services of the doctor,^ lawyer, teacher, 
domestic servant,' etc., are they , wealtli ? Yes, they . are. . These 
services may not result in the production, of anything ..material and 
tangible, yet they satisfy, the three tests laid, down above. They can 
satisfy human wants and thus possess utility; they are scarce and 
exchangeable. They are rendered in exchange for money. A claim 
oil a personal service can be acquired by means of -money. , 

Money,— But what about money itself ? , It is said, in a modern 
community, it simply acts as . a , -medium of exchange. Its .yalue 
consists merely in this that it helps you to buy a commodity or a 
service'. It has no value of its own, , Now, this idea is wrong. ’ 
Metallic money can be earily regarded as wealth, it -has got. intrinsic 
valued is scarce and exchangeable. But even paper money is wealth. 
It embodies purchasing power , find just represents a collection of 
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commodities nnd fcniccs «hieh the po^esw of money cm buy. 
Money hnn undoubtedly value in ovehangc, nn a innttcr o. fact 
that its primal^' function. It js really mirpnauij^ that any nount 
^\hat*JOcvt*r should have been cl**! on its being uealth. Money lubii- 
cates the productive luarhino and nddn to the comnniiuty s wealtii. 

(Vood-tul/.- Obviously iiilimgible, but it is terUinly vrcnlth. It 
commands a price in the market, A firm which ha« laboure<l hard, 
made sacrifices and built up its reputation, can certainly count upon 
changing this ropfitation into money in the event of the transfer of 
the business to somebody else. 

Documents 0 / Tide.— There is a large vnrioly ol documents which 
are regarded as wealth by their osmcr=, c.g., cheques, bills of ex- 
change, promissory notes, bills of lading, Govcriirannt bonds or 
guilt-edged sccunlics, stock and share cortifieakj, insurance policies, 
mortgage deeds relating to land and buildings or other property 
rights. All these possess money value although in the ease of 
insurance polities the money viliio i” equal to !(•> surrender value at 
the tune. But they aio nitre scraps of jmiior and arc not wealth in 
tbomsclvea. They are evidentvs or merely certificates a« to the 
ownership of wealth. They represent wealth lying somewhere to 
which the holders of thee documents have a claim. They have been, 
therefore, called repracnlalivc loc/ilffi. 

6. Wealth Classified. Attempts have been made to classify 
wealth. A common classification is given below : — 

Individual or Private Wealth — The wealth of an individual, 
which has been called priv.ite wealth, consists of his material posses- 
sions like cash, land, buildings, furniture, etc., and other personal 
effects, titles to property, stocks, shares, government securities, 
patents and copyrights ns well ns intangible types like the good-wili 
of his business, based on bis reputation in the profesiion His 
personal qualities, however, aro o-xchidcd. His debts arc deducted 
from his total wealth. 

Social or Communal Wealth. — Under this category ivc shall put 
those forms of wealth which aro not exclusively oavned by indivi- 
duals, hut are the common property of nil and can he shared by all. 
Examples of this type of avcaltli arc : Public parks, public libraries, 
public buildings, government land or forests, roads, railwaj .s, govern- 
ment factories, and other property owned by the government. 
Central, provincial or local. These things arc owmed bj* the com- 
munity collectively. 

This typo of wealth is increasing in volume and importance in 
modern times. The trend towards “^orialism which is noticeable in 
all countiies is bound to result in the increase in this form of wealth. 

Naticmal Wealth. It is the sum total of all the wealth owned 
by citizens of the country . It is the aggrognto of the economio 
goods possessed by them. IVliile computmg the total national 
Wealth of the country, however, we should includo not only the 
wealth owned privately by individual citizens but also social or ‘com- 
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miinal ’KrealtU OMmed colloctwely by the commuuity. Debts duo from 
one citizen to another will be, of course, ignored and so will be the 
patents and copyrights of the individual, for their lapse or dostruo- 
tion makes no difference to the community at large, though it will 

diminish the wealth of the individual concerned. 

? 

But National Wealth can also bo defined broadly. In a wider 
sense many other things which may bo considered national assets 
are included in the category of national wealth, such as mountains, 
rivers, jiealthy climate, good govornmont, resourceful and energetic 
character of its citizens. In this sense the Himalayas, the Qanga 
and other such gifts of God can bo included in our national wealth. 
OosmopdlUan wealth is the wealth of the whole world. 

Negaltm Wealth. — Obviously negative wealth implies an obli- 
gation which .mnst be offset against positive wealth. A debt is nega- 
tive wealth to the debtor but positive wealth to the creditor. Tiro 
patent or copyright is a positive wealth to the holder but 'negative 
to the people who care to respect these rights and refrain from using 
them. Similarly, government loans are negative wealth to the com- 
munity as a whole, but positive to those who have to rccoivoltho pay- 
ments. Some animals, besides being dangerous, do a lot of damage 
and may bo considered as negative wealth. Rabbits in Auslralia 
at one time were in that position. Sind Government olTerod spooial 
facilities for tho killing of -pigs. 

7. Cftpita! Wealth and Income Wealth. A distinction is some- 
timos drawn between capital wealth and income wealth. Tho former 
is a fund or stock, while tho latter is a flow. Capital wealth is 
supposed to bo something fixed or static. It is used in produc- 
tion. This use yields a flow of income which may he considered as 
dynamic. A person having property worth Rs. 6 lakhs gets thoro- 
fiom an -annual income of Rs, ■25,000. Tho property is capital 
wealth and what it yields is income wealth, or just capital and 
income, respectively. 

' 8. Wealth and Welfare. One finds a continual but useless 
controversy going on among economists concerning wealth on one 
side and welfare on the other. Wo have seen that Economics makes 
wealth the centre of its study and not welfare. But it will , be 
wrong to ohargo Economics with concentrating on selfishness and 
call it^ a dismal science. It is declared by economists that wealth 
is studied not for its own sake, hut because it promotes human loelfare. 
Wealth is tho means and welfare tho end. 

It is now recognised that man’s activities' are not motivated by 
self-interest alone. “Economic man" an abstraction embodying self- 
interest is not the subiect of economic study but real man, a creature 
of natural impulses, good and bad, and actuated by a variety of 
motives, fair and foul, and swayed by ideals, both noble and ignoble. 
Everybody seems to be after the money. But that doe.s not neces- 
sarily make him a bad specimen of humanity moved solely by merce- 
nary motives. ^ Money is mt wanted for its own sake, but for the sake 
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oill huy. What will make a man good 
){ money, but the way in which money 
the economist studies wealth, welfare is 
ae forefront. 

Welfare is the real and the ultimate aim though immediately 
the attention is focussed on wealth. Economics, therefore, need not 
incur any obloquy for studying wealth. ' ^ 

Wealth is studied simply and solely because in this world of 
onrs teealth is the only conunitnl measure of the sirenglh, or intensity 
of human moihes. Other motives like love, friendship, family aflec- 
tion, charity, etc., too, exert their influence. But the fact is that 
the steadiest and the most impoitant motive behind economic 
activity is the desire to get a money income. 

It is possible to conceive of n world where this motive is elimi- 
nated, where new values have been substituted for the old and 
where social service is given a greater recognition tbon wealth. Some 
badge or symbol, say a title like Bai Sahib, Khan Sahib, or Saidar 
Sahib in different gradations takes the place of money, Jn that case 
Economics will take no notice of money. The science of Economics 
will still bo there although wealth in its conventional form will have 
ceased to exist. It is, Ihereforo, merely an accident of this ago, 
where wealth undeniably happens to play an important part, that 
Economics and wealth arc connected, otherwise the aim of economic 
study is human welfare. 

There is another reason why Economics studies wealth rather than 
welfare. Notions of welfare tary from individual to individual! Every- 
body seems to have his own conception of what welfare consists in. 
Some wonld have us promote physical well-being, others moral Uplift 
or still others spiritual well-being. Some see the emancipation of 
mankind in intellectual perfection. Moreover, ideas of welfare have 
varied from age to age and from country to country. Ko scientific 
treatise can obviously he built up on such an ephemeral, shifting 
and varied notion. Bather than catch this will o’ the wis^j. 
Economics hmlds itself upon a solid foundation, of wealth, about the 
nature of which there is almost a complete unanimity. 

There is in some cases a . divergence between wealth and welfare. 
Air and sunshine which are iadispensablo for life, and so for human 
welfare, are not regarded as wealth at all. Again joy, love, friend- 
ship, health culture, etc., which are of immense value in life and 
make it worth livim:, stand outside the pale of wealth. Those 
things, therefore, which are highly conliccive to human well-being-fitid 
no place in wealth, from which it may be concluded that wealth 
ignores welfare. 

Look at the other side. Several things included in wealth not 
only do not contribute to our material well-being but are, on the contrary-, 
detrimental to it. Naicotic drugs, pernicious books and several other 
evil things and services which are regarded -as wealth by the 
economist must seriously and ,^^dver8cly affect our welfare. They 
pull man down rather than lift him up in any respect. >> 


of commodities and servias it ■ 
or bad is not the acquisition < 
spent. When, therefore. 
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jPiirthor, a wedliky society is mi necessarily a high society in pic 
real sense of the word. Esther lih those days of stark materialism 
the rich class seems to monopolise all the depravity one finds in the 
whole society. Wealth corrupts, misloada and poisons the human 
soul. All morality and scruples are thrown to the winds. The rich 
seem to have lost their mdral bearings. There are \>eoplc who 
seriously believe that it is easier for a, camel to pass through the eye 
.of a needle than for a rich man to enter Heaven. Wealth is a good 
servant but a bad master.^ Wisdom and humanity are needed to 
control it. In their absence, thb man of wealth runs amok, literally 
and metaphorically, and one exclaims that there can bo no earthly 
connection between wealth and welfare.. They are poles apart. 

But ^his is not so. Wo have perhaps painted wealth in rather 
unduly dark colours. Where wo have mentioned its corrupting 
influences, we must also recognise its potentiality for doing good. 

, AH depends 'on the way it is used. A man of wealth can undoubtedly 
help himself and his fdmily in maintaining a good standard of living 
and thus promote his material welfare. He can have a healthy, 
honest and self-respecting life. Ho can give good education to his 
children and set them on the path both of virtue and material pros- 
perity. But what is even more important he can help his less fortu- 
■yi nate fellowmon, relievo their misery and make them forget the sting 
' <•’ of squalor and poverty. Mon like Sir Ganga Ram in the Punjab 
made money with all possible zest and then put it to the service 
of humanity. Only a rich man can help Inmself and help others. 
Who can deny that loeaUh has great potentiality for promoting weU 
fare 1 ^ 

The statesman Actively believes in the potenoy of wealth for 
good. He sees to it, that no stigma attaches to it while wealth is 
being produced. The greed of the factory owner is curbed by the 
stringent factory legislation, winch onsines healthy surroundings to 
those who are engaged in production. 

■ In modem times emphasis has been shifted from production to 
distribution, for it is believed that it is not merely on total wealth that 
. the welfare of the community depends but on its equitable distribu- 
tion, All the post-war economic plana in India and olsewhoro have 
1 laid a due emphasis on the proper distribution of wealth in the com- 
/) munity. Minimum wage systems have been instituted, laws havo 
been passed against usury, attempts havo been made to limit profits 
ail with a view to ensuring that wealth is made to yield the highest 
possible dividen^ in the form of human welfare. Just see the 
, modem tendencies in public finance — steeply progressive taxation 
of the rich and provision of greater and greater amenities for the 
poor in the form of better medical-aid, better education, hotter roads 
and other means of social good, €.g., public parks, mu.seumB, libraries, 
etc. All such attempts are an open recognition of the fact that 
wealth is a powerful, and according to some, the only effective 
instrament of promoting . human welfare. The relation between 
wealth and welfare is o&e of the closest. 
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CHAPTER III 

CONSUMPTION 

1. What is Consumption ? In the department of consumption 
^Ve discuss how the limited resources of the community are utilised 
for the satisfaction of the unlimited number of human wants or 
how the community adjusts its resources to its requirements. This 
seems to be the mosh important' economic problem. In the words of 
Ely, “ consumption in its broadest sense, means the use of economic^ 
goods and pers mal services in the satisfaction of human wants," A 
person who uses a commodity or makes use of a service is said to 
consume wealth. 

Just as man cannot create matter and can only give it utility by 
changing its form, in the same manner man cannot consume matter. 
He can simply derange if by using up its utility. Consumption has. 
therefore, been also defined > as destruction of utilities. The des- 
truction may be immediate and instantaneous, as in the case of the 
meal that you take or' the water that you drink ; or destruction 
may be gradual and may be spread over months or even years, as in 
the case of durable commodities like furniture, houses, bicycles, 
motor cars, etc. 

But it needs emphasising that consumption does not consist in 
mere destruction as juch. The house may catch fire, the tea-set 
thrown down from the table, the master angry with the servant, 
may throw the taeal at his face. The things are destroyed all right 
but no satisfaction has been rendered. Such acts will not come 
under consumption, for consumption means getting satisfaction by 
■use. ' 

Also, it is not necessary that the value or utility of the article 
must be destroyed or diminished by u8e._. It is supposed that 
Persian' carpets and diamonds improve % use. But even in these 
cases they are surely, thpugh slowly, very slowly, indeed, moving 
towards their end. 

Consumption is sometimes classified as productive consumption > 
and unprodutiive consumption. When I use paper to write a letter^ 
it is a case of unproductive consumption, but when the publisher 
of a book uses it, it is productive consumption. The use of producer’s 
goods is productive consumption' and that of the consumer’s goods 
is considered to be unproductive consumption. But in a real and 
broader sense the use of consumer’s goods is highly productive, for 
without their use work of production cannot go on. 

2. Importance of Consumption. Eor a long time the econo- 
mist’s attention was focussed mainly on production of wealth. But 
now consumption has received its due recognition, and is attached 
a great importance, ft is now clearly realised and duly emphasised 
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that it is consumption which giws proluction nn imtiJ i 4 
Desire to consume things is tUo moinsprmg of Ml ocouomiQ aoliv itj . > 
“ Sluggish consumers sluggish business,'’ n the maxim. ■1*' i** 
consumers who issue n directive, as jt were, for tlio proauction of 
some articles and the cessation of production of othe*. \\c slmll 
discuss the theory of the sovcreigntj- of the eon-.umcr a little later. 
We may mention hero that the volume and direction ol productive 
activity IS determined by the consumers' desires for goods and 


services. 

I Standard of living in a community is indicated b\ tao nature 
of consumption obtaining there I The uholcsomenc'-s or othoruisc 
of consumption vill determine productive enicicney. Unpluined 
or unwise consumption IB the greatest cause of inetiiciency of in 
dustrial workers in certain countries Wasting money on drink, 
unbalanced diet, extravagant expenditure on social ceremonies and 
too little on education and health arc responsible, in no “mall 
measure, for the comparative ineniciency of Indian uorkcre. 
Prudent consumption is as much our need ns efficient production 
and equitable distribution. A fair distribution of ucnlth without 
consumption being set on tha right lines will defeat its very ptirpoac. 

3. Wants, Needs, Detircs and Demands. Before wc take up 
the analysis of human wants and study the law’s governing their 
satisfaction, it is necessary to distinguish clearly between the 
words “ v?ant,” “ need,” ” desire,” and “ demand.” 


“ Wants” are physiological, k man feels hungry or thirsty and 
he wanti~~a~nisar' or a glass of water. Ho expenonoes what 
is opposite of satisfaction. Wants relate to our primitive nature and 
we have them in common with animals. 

“Need” implies not what the per.'on concerned feels the absence 
of but what is determined by an outsider, from an objective point of 
view. Wo say the boy needs o.xercise to tone up his health, even if 

be does not feel about it. Wa nt is wbat ^fe^^jocod is wh^t wc 

decidejtp bp useful and n ecessary for~~1irm : it is externally deter. 
mmed. ~ “ 

“ Desire” is more psy chol ogical t han ^hsiological, just as the 
want isTouf' it "does not refer to our primitive nature. Instinct 
plays less part in determining what we desire, whereas wants ate 
more or less instinctive. We desire fame, power, influence, and not 
merely food and drink. Desire is related to an object, which you,' 
wish to realise. When “want” indicates a particular commodity oil 
service as ks object, it may be called desire. Want is somewhatl 
vague, ‘desire’ acquires definiteness. 


“Demand” is different from desire. “Want” or “desire” is a mere 
craving or longing. It indicates an expectation of satisfaction and 
not satisfaction actually realised, as in the case of utility, f Por the 
satisfaction of desire an effort is needed. When the person who' 
d^was has decided to make the nece-sary sacrifioe to obtain the ohienl 
if desires, it becomes demand.^A beggar may desire to ride a Rolls 
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‘Ro^’ce or to live in a palace. Money is needed to translate these 
' desires into reality. A miser also may want these things, but has 
not the heart to spend the money. The former lacks the ability 
and the latter the willingness to pay money and in both cases, the 
desire remains an idle dream. When desire is backed by willingness 
a nd ability to pay, i t becomes demand or ettective dernand . 

' One may want a motor car, but if he is actually trying to get a 
bicycld, that is what will matter. When we said that consumers 
direct economic activity, we meant to say that it is not the consum- 
ers’ desires that do it, but their demand. Nobody is going to take 
notice of a beggar’s or a miser's desire. Jblconomic goods are meant 
not for those who desire things, but for those wEo~~command~tho 
means_fpr obtaining them and are willin g to p art with those means. 

Origin of Wants. , How'TIo the-^wants arise ? Iff 
the first place, in common with animals, we have our elementary 
wants to satisfy. We must have a minimum anjpuut of 
food an’d clothing and a certain type of shelter against the inclemen- 
cies of weather. Without these things, it will be impossible to 
preserve and perpetuate human race. These are the bare physio- 
logical needs which demand urgent fulfilment. Craving for food 
and drink, desire for a minimum cover for the body and the need 
for shelter against heat arid cold are our natural needs. 

Secondly, 'wants arise, not. because-we*have-to-~meei the needs 
of our'Tocty, but of the" spirit. , Man will not be man if he would 
rest contentywit'h- fulfilment of the bare necessaries of life. As- 
sbon as he is'supplied the minimum necessaries of life, he begins 
craving for belter things. Element of ostentatio n "enters into his 
warits. He wants to show oflr. He wantVto make a display of his 
superiority. In order to distinguish himself from the common mul- 
titude, he must have ostentatious dining arrangement, a showy 
dress and an attr^tive house. Desire for show starts an endless 
series of wants. 

Thirdly, aesthetic tastes and altruistic motives constitute an- 
other spring forlihe rise of human wants. A man must satisfy 
his sense of beauty and desire for refinement. He must also 
desire certain things^' though not for himself but for the 
benefit of his fellow beings. ^These are his cravings as' a* moral 
being. 

Knally, there are wants felt not as individuals but as a group. 

In the above three cases, wants are felt by man as an individual r 
But man is a social animal. He will certainly want certain things 
to maintain his status in his group. These are called conventional 
needs. As a member of society man is expected to dress himself 
in a certain mannfer, to livri in a certain quarter and to meet other 
Bocial.obligationa. Many of the human wants can be traced to this ‘ 
cause. 

5. Characteristics of Want*. * *The' life-history of a normal 
lunUM being is the rec ord of a continuous sense of meS atJ eten'si s.''' 
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Wc arc always wanting ona thing or nnnthar. It i= a raw 
VrTinnA.no Wo are newr c<imp1''U'ly r'lnlontid. It w the 
pursuit of a niirngo ?oino pooplo aco in iM " f 
the root caivo of all bumuTi progress and tomathine whwh vnao 
Proyidence 1ms ordaniwl, fo that aprines of_ hximats joy ana 
entbuaiasm may not gtt dried up. > 

says St crens on. Human Viiinta constitute one of the hnsto facts oi 
ecOTonuTTfe. A careful analj-sh of wants reveals pome yery 


important chamcteri'ties. 

(i) irnnfs ore nnUvtiIrd ht aiimh'r. Human wanla are innumer- 
able A saaage has only a fe‘W nant*-. A civilired pi reon can neycr 
hope to complato a list of all bis wants. A few of our wants lie 
in OUT conscious mind, but the great majority are to bo found in our ^ 
eub-conscious mind lying in layera, as it were, one below the other. 
When the top layer of wants is fmi«h(><l, tho wants noxl in urgenoy 
take their place and this continues int'TTtiinably, so that wc never 

can posribly hope to n'ach the end of onr wants. Wo arc now in a 

much bettor position to aati'fy onr wants than our primitive oneea- 
tors. But wants, too, Imvo multiplied. When we catisfy any of 
our wants, the satisfaction is transient and another want crops 
tip and takes its place. Familiarity blunts tho edge of our rcenrring 
wants and our mind turns to newer and newer wniifo. 


We have already noticed that mnlfiplicity of wants in relation (o 
scarcity of means is responsible for the cslslcnco of all our economic 


problems. 


(>■)) SaHablcTW'i of a Particnlar Ti'aat. Although .ill wanta put 
together omn never be satisfied in their entirety, yet the Kstisfuction 
of each particular want is within the range of possibility, assuming 
that tho would-bo consumer has tho means to pay for tlio* commodity 
or service that Jic wants Hven here we can think of certain wanta 
which can never bo completely satisfied. Desire for ideal bc-slth, 
fame and spiritual salvation muat remain in tbo realm of dre.am- 
land. The satiable charactoristio of human wantB liea nt tbo 
basis pf the Law of Diminishing Marginal Utility. Because each 
want is satiable, tho satisfaction that we derive goes on diminish- 
ing progressively as consumption proceeds 


This has been named the First Law of Gossen, after a German 
writer of that nemo who stated it thus ; "Tho amount of one and the 
/same satisfaction declines, ns wc proceed with that satisfaction, 
until satiety is reached”. The importance of this Law does not 
lie fn the satisfaction of a particular rvnnt as in tho fact that w lion 
one want is satisfied, other wants claim onr attention. 


(itr) Wonts ore Complcmenlary. This means that the satisfac- 
tion of a partioulnr want does not stand isolated. To satisfy one 
want fully, wo want several things togotbor. Horse and ca'rrlaeo. 
eye-glass and the frame, fountain pen and ink, etc., are wanted 
together. As a matter of fact, it is very seldom that there is n 
demand for an isolated object. Everything is wanted as a part ol 
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syetem of demands. Wc want ttnngs in grotip. Wants are mutual- 
ly related. This characteristic of wants has an important bearing 
on the theory, of interrelated values. If defliand for one thing 
increases, it leads to a correspoiiding inoreiise in the demand for 
other things, which belong to the same group. 

(iv) Wants are Competitive. This fact arises from the scarcity 
of means in relation to wants. Our wants are unlimited but the means 
at our disposal for their satisfaction are limited. We are coinpelled 
therefore to cliooae. There is a large variety of wants that we experi- 
ence. We canpot satisfy them all. They compete against one another 
to, secure our choice. There is thus going on, evory minute, an ever- 
recurring conflict and competition between several things that we 
can do. We can go to a coffee house, a cinema show, a sports 
meet, or .witness a wrestling match ^ between wrestlers of repute, 
dr buy a necessary book. . There is quite a largo number of alter- 
natives before us to choose from at any given time. There are 
conflicting claims on our purse, time and energy, the fund of each 
of which is strictly limited., There is^ therefore, a regular competi- 
tion between our wants. This gives rise to a law Icnown as the 
Law of Substitution which wo shall discuss later. 

{v) . Sams Wants are Alternative. This is the paso when for the 
satisfaction of a particular want different alternatives are open to us. 
We want a drink, we can have tea, coffee or cocoa or if it is summer,, 
wo. can. have sliarbat, lassi, soda, lemon squash, orange squash, • etc. 

, ' These are so many substitutes. But not many alternatives are 
• acceptable when we want to satisfy our elernentary needs of 
Jhuhger and thirst, because wo are used to satisfying them in a 
particular mariner. In the higher ranges of wants, however, there is 
much greater diversity of choice. • 

These obaraoteristic wants may be distinguished from that men- 
tioned, above, viz., that wants are competitive. In that case there 
is a choice between, the wants themselves. We have to ohooso, 

' which want to satisfy. But once we have selected a want different 
alternatives are open to us for the satisfaction of that particular 
want. Therefore wants are both competitive and alternative, . 

(vi) Wants Rec^r. In several cases the satisfaction of a waiat 
does not firiisliWTor good; It recurs sometimes ' regularly, so that 
we have to satisfy it again in the future. ( Repeated satisfaction , 
changes it into habit and it is , in this way that our standard of 
living is evolved and built upJ As man goes mp from savagery, to 
civilisation, the number^ of recurring wants goes on multiplying and 
ho. has continuously, to work for' the maintenance of the .standard of 
living to which he has become accustomed. Tins bag an important 
- bearing on the determinati on of wages as we shall see. ; , , 

Recurring wants haro inelastic demand. 

. ' {vii) . The Unconscious Wants. < The ^nxite rn&y be conscious or 

unconscious. ' We are not conscious of all quf wants. ' AU wants are 
not'felt by ua. .Some wants are dormant and Im in the unconscious 
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summer and a heater in winter or thickly cushioned chairs or beds 
or ' keeping a number of servants. No ■ doubt these things, too, 
add to personal efficiency, but_not_jnproportion,to the expendi- 
ture incurredl A continuously comfortable life makes people “soft”, 
lowers vitality, makes, them less fit to face the rigours of life, renders 
them more susceptible to illness even .on a slight departure from their 
accustomed mode of living. 

(c) “ Luxuries ” may either refer to harmful consumption or 
simply to one’s living beyond one’s, means although the com- 
modities that he ' is using may not only be not harmful but 
positively beneficial. Ely defines luxury as excessive personal con- 
sumption. Luxury in its ordinary sense means”, he says, “ any- 
thing that satisfies a superfluous want.’ ’ 

A Defence o/J?>^^a^wries^^iuxu^y in our minds is associated with 
bad consumption. But there are people who support the use of luxu- 
ries. It is said that luxuries are a provision against the rainy 
day, e.g., ornaments and jewellery will stand in good stead at 
the time of adversity. 

Egrther, desire for the enjoyment of luxuries applies a strong 
spur to human activities and people work harder and better ; it 
is an, incentive to economic progress. 

■ ' It is pointed out that use of luxury articles improves one’s 
taste, makes one refined and cultured and lends colour to life, 
making it richer Jand fuller. It is, therefore,' suggested that 
every one, even the worker, should have at least some luxury in his 
scale of consumption. , ' , 

Luxuries are also advocated for their educational influence on 
one’s character. They are justified sometimes on ‘the ground that 
everybody has got the right to use his income in any manner 
he likes. , 

• It is contended that expenditure bn luxuries by the rich 
provides employment for the workers. 'But this is not a sound 
argument, “a man may have a right to use his income as he 
likes, but he cannot escape social disapproval for anti-social and 
morally bad behaviour. As for creating work, it may be pointed 
out that the same expenditure may be made to provide mote work, 
better work and also benefit the society. Instead of building a 
. luxurious palace, if one builds .a factory, permanent employment 
will be created and^goods produced will benefit the society at 
large. 

On the whole, expenditure on luxuries is not commendable. 

But “ luxuries”, “ necessaries” and “ comforts ” are relative 
terms. They are relative to place, time or person. No pucca label 
can be put on a commodity or brand it as luxury or necessary. 
The < same thihg may be luxury for one person and necessary 
for another. A motor car is a' luxury to a Rais living in a place of 
short distances, especially if he is not pursuing .any ostensible 
vocation and , is simply living on his wealth. But to a doctor, to 
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a busy professional man, to n minister or a high oDSoiBl, car is a < 
necessity. E-vamples can easily bo multiplied. 

7. Standard of Lmng. Necessaries, comforts and luxuries, 
to the use of nhich one may be accustomed, go to make up ones 
standard of living. 'This standard istho outcome of varied inilueneos. 

We partly inherit our standard of living from our parents and then 
wo shape it according to our own tastes, education, experience, ^ 
social environments and our instinct of imitation and cancellation. < 
It is gradually, almost impercoptiblj', built up and can also be only 
gradually modified or lowered. That is why any diminution in one s 
income is likely to cause a lot of privation and hardship. We 
have all experienced this hardship during the war, when our 
standard of living has received a frontal attack. It is not easy to 
be adaptable in these matters. 

The standard of living in a country depends on the variety and 
volume of production. It cannot be maintained on foreign loans or - 
foreign charity. Our own production will form the basis of our 
living as Bonham remarks ; “ Manna no longer falls from Heaven.” 

„ We may mention four conditions on which the standard of living 
depends : — 

(1) No economic resources, which are willing to work, must 

stand idle ; ^ 

(2) The available economic resources must be set to work to , 
produce in the greatest quantities those products which consumers 
most desire ; 

(3) The income of the community must bo distributed among 
individuals in such a way that the greatest possible satisfaction is 
obtained from the limiU^ national income. 

(4) The standard of living will not ho the highest possible 
unless a proper balance between work and leisure is maintained and 
unless the total population and the total stock of capital are forth- 
coming in the most appropriate amounts. 

Standard of living is sometimes distinguished from standard of 
life and scale of living. Standard of living refers to food, clothing, 
housing accommodation, etc., to which a person is accustomed and 
standard of life refers to his ideals in' life., An Indian mystic may 
have a low standard of living, but a high standard of life. Stan- 
dard of living tells us about the things that one would like to have 
hut the scale of living what he actually possesses. 

.. y 8. _ Engel’s Law of Consnmption. Before wo conclude this 
discussion, it may not be out of place to refer to a law called the 
Engel’s Law of Consumption which is based on a study of the 
standard of living or the family budgets of a number of families. 
Eanmst -Engel wm the head of the Prussian Statistical Bureau 
and h}' a systematic study of family budgets, he came to the folio w- 
mg broad conclusions as to the manner in which a family distributes 
its income over the various items’ included in its standard of 
living : — 
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(1) As inodme increases the percentage expenditure on food and 
other necessaries of- life’ decreases and vice versa. 

V (2) The percentage expenditure on luxuries and on other cul- 
tural and recreational wants increases .with au increase in income 
and decreases ■v^han income decreases. It almost vanishes in the 
case of low incomes, 

I (3) As for lodging or rent, fuel and light percentage expendi- 
ture is - invariably the same for all incomes. . . , 

(4) Whatever the income, percentage outlay on clothing is 
practically the same. ■ • 

■ It is to , be carefully noticed that it is the percentage expendi- 
ture, and hot total expenditure, which increases dr decreases, ' As a 
person’s income increases from Rs. 100 p.m. to Rs, 500 p.m. his 
expenditure bn food increases, say, from Bs. 50 to Bs. 125, but the 
percentage expenditure decreases from 50 to ^25. 

’ In pur own countrv intensive inquiries have been ‘ made into 
faniily : expenditure. Harold Mann made some inquiries in Ihe 
Deccan, ahd the Punjab Board of Economic Inquiry also has made 
extensive inquiries of this nature. All such inquiries have borne out 
the truth of the rules discussed by Engel in about the middle of the 
last century. . , ■ 
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Law of Dlmlmsliing Utility 

1. Introduction. Wo have studied tho meaning of tho term 
utilifc/ m Chapter II. Utility means want-satisfying quality of 
a commodity. Wo have also seen that utility is subjective and 
varies from individual to individual. Utility is not tho same thing 
as satisfaction, nor is the term Utility synonymous with usefulness. 
It has no ethical significance. We shall now study a very 
important law in consumption that governs utility, viz,, Law of 
Diminishing Marginal Utility. 

2. The Law of Diminishing Marginal’ Utility. When we dis- 
cussed the stability of a particular want, we noticed » law called 
tho First Law of Gossen. This law has now been refined and elabo- 
rated and appears as the Law of Diminishing Marginal Utility, 

The law refers to common experience of every consumer. 
Suppose a person starts eating apples one after tho other. Tho 
first gives him great pleasure. By tho time he starts taking the 
second one tho edge of his appetite has been blunted, and the 
second apple, meeting with a less urgent want, jdclds less satisfac- 
tion ; the satisfaction of the third will bo less than that of tho 
second, that of the fourth less than that of the third, and so on. 
Tho satisfaction will go on decreasing with every successive apple 
till it drops down to zero and if he is forced to take more tho satis- 
faction may become negative or utility may change into disutility. 

The idea will bo clear from the following table ; — 


1 

2 

3 

Units 

Total Utility : 

Marginal Utility ; 

(Apples) 

Units of Satisfaction 

Units of Satisfaction 

1 

20 

20 

2 

38 

18-., 

3 

63 

16^ 

d 

64 

11 

5 

70 

0 

6 

70 

0 

7 

62 

—8 

8 

46 

—16 '' 


F.B. These figures are merely illustrative representations of 
the amount of utility. Any other figures could betaken, provided 
variations in the amount of utility are similar as in the table given 
above. “ 

When our hypothetical consumer goes on taking apples the 
extra satisfaction that he gets by the consumption^of each successive 
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apple goes on decreasing till it goes down to zero at the 6th and 
then it becomes negative (see column 3). The total utility goes on 
increasing until the consumption of the 5th ; but, it is worth noting, 
it increases • at a diminishing rate. , It is obvious, therefore, as_ the 
consumption of a comnaodity proceeds, the succeeding units are hot 
so welcome; as the preceding ones. We do not want to have more 
of the commodity or, what comes to the same thing,' we want less; of 
it. in the words of Chapman, “ The more we have of a thing the 


less we w'ant additional increments of it, or the more we wan t not to 
have aS ditional increments of it.*‘ ivrarshall sums up the Law thus 

ThA addiiional benefit which a persoh- derives from a given 


increase of his Atocl& of- atfv^ diminisheslmlli every increase inj^ 
7iocKWM~lie fMrea£i3/D^ ’We^might. Sdd'^tEaFmtir every"3i'minu- 
tion of his stock, the marginal utility will go on increasing. In other 
wordsj the utili ty varies inversely with the stock, although not 


.nece saarily in the same proportion 

, 3. Diagramatic Keptesematmn. The following diagram illas- 
trates the Law of Diminishing Ut^ty as applied to the consumption 
of apples (See the table given abovh),..^ ^ . i; . 

PVom . a point 0, OX and GY are drawn, the former horizontal 
and the , latter vertical. These are known as the axis of X and the 
, axis of y, respectively. Units of apples are measured along OX and 
units of utility along OY. Utility derived from the consumption of 
the first apple is Represented by the rectangle, standing on the portion 
of the axis of X indicated by Figure 1. Similarly, the. utility of each 
successive uiiit consumed is represented by the rectangles as shown in 
the diagram. These rectangles' . y ' ■ ' 

get smaller and sinaUer, as 
consumption of apples pro- 
ceeds.' The sixth apple yields 
no utility. The seventh and 
. eighth yield ' negative utilities, 
as shown' by rectangles below 
the axis’ of X. 

-The apples are big units. 

If a commodity is consumed 
' insufficiently small units, the 
, rectangles would become thin- 
ner and thinner, until you can 
' theoretically . assume that they 
become so thin as to be repre- 
sented by just a line. Now, if 
i . the tops of such lines, standing 
shoulder to shoulder, are join- 
ed together, we get .a curve; 
sloping from left to right, as 
shown in fig. 2. We may 
, substitute any commodity for 
apples to make the law, of 
general application. ' 


•I « 


§ V 


(/mfj of 
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-A.' 


Apple sconsumeJ 
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If from any point P on 
the curve, PiVI is drawn per- 
pendicular to OX, PM will bo 
tho marginal utility of OM 
quantity consumed. If con- 
sumption is carried to OM', 
the marginal utiUty becomes 
negative, i.e., P'M'. When 
consumption is OZ, marginal 
utility is zero. 

Wo have assumed that 
■* tho law begins to operate after 
the first unit of consumption, 
as in our illustration of apples. 
But it is quite possible that 
up to a point marginal utility 
may rise. This can be re- 
to the right, and then falling. 


presented by tho curve first rising 
This is indicated by the dotted line. 

4. Assumptions and Limitations of the Law of Diminishing 
Utility. Tho Law of Diminishing Utility ns enunciated above is 
based on certain assumptions and wiU not hold good in their 
absence. 


(i) It is assumed that the comm odity is taken in suita ble and, 
reasonable units.. If you begin taking water by the spoonfuls when 
thirsty or if you want to judge the utility of morsels rather than tho 
full chapatis, then your thirst or hunger will be first stimulated rather 
than assuaged and the utility may, at first, rise instead of falling. 
But, sooner or later, a point will be reached when utility wiU begin 
to diminish. 


(li) It is further assumed that the commodity is taken within a 
certain time, for otherwise if you take your meal at 10 a.m. and the 
next “at 2.0 p.m., there is no reason why the utility of tho second 
meal may be loss. But in case another meal is offered to you within 
an hour of your having taken the first, the law will apply and the 
utility of the second meal will be less. 

(tit) Another assumption is that the character of the consumer 
d^oe^not change. More music one hears, more literature one reads, more 
Tvino a dninkard takes, more money a miser has, in each case tho 
increase in commodity means increase in utility. This is so because 
the character of tho consumer has undergone a change. He is 
different from what he was at the start so that the commodity has a 
stronger appeal. More reading lifts a person to a higher plane and 
he is able to appreciate and enjoy literature better than he could 
before. That’s why it is said that the law does not apply to non- 
material satisfactions. 

(it) Tho income of the consumer should remain tho same. Any 
change in income will falsify the law. A rise in a man’s income may 
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T&iso in his eyes the value of various plots in his big compound of 
■which he could "not make much use before on account of his limited 
means. The matginal utility of the income as a whole may increase 
with increase of income. 

(v) In the case of rare collections, th e law will not hold. If a 
man is collecting ancient coins, the more he is able to collect greater 
will bo his satisfaction from the additions to his stock. 

{vi) There is another exception. The law says that the utility 
decreases when there is an increase in our stock. But in some cases 
utility changes not bebause of a change in what we tev^TTmrffom a 
^^ngo ih ot her p eople’s stbokT ""FoF exatnpler if I "hwve aTrival in the 
town colieoting ancTent' coins' and somehow he loses his collection 
the utility of 'my collection automatically goes up. In the same 
manner utility to me of my telephone increases as the number of 
connections increases. The value of my land goes up without any 
change in its dimensions when a railway station has been built 
nearby. ^ 

(mi) The^jitility also depends on our pther posses sions. The 
carriage may~bo’iying""useless~wifh us,”^ but as soon as^vTc are able to 
buy a horse, its utility at once goes 'up. ' 

{viii) Utility also depends on the^^hange_pf ^fashion. The utility 
of my dress goes up^ltbfrtliaf'dfess comes in fashion. If, on the 
other hand, it goes out of fashion, utility goes down, in spite of the 
fact that there has been no inoroaie in my stock. 

T he L aw of Diminishing.Utility, like other econom ic law s, ' is a 
s tatement oi a.t ehdencv. itT u aply tellsns that the utili ty ii~li kcly 
to'lJe^rease but whether it actual^^oe^creases or hot will de pend i^^n" 
sojnay^l circumstan ceai tObeJeondi tiohs are not tultltled ;~i^~iavir 
do es hot ap ply n a in so many exceptional cases mentioned a bove. 

5. The Law is Independent of Quality. It is well to remember 
that the Law of Diminishing Utility does not operate because the 
successive units of the commodity are* inferior. It has nothing to 
do with the quality of the units, talthough it is understandable that 
if a unit ie of inferior quality ipso facto its utility will go down. 
But the law enunciated above is far monj jhindamental and 
universal and is indeper^entpf^qaalityr2!X^^~^^Vl}^^^ be all of 
uniform quality-' and exactfy interchangeable, still the additional 
utility will decrease as ^ consumption proceeds without any_ 
defect in the apple itself. .The units being of the same quality, 
it is wrong to say that each successive unit has a different utility. 
Only the additional utility that we get by the consumption of an 
extra um’t is different, A unit makes a smaller addition to our 
utility solely' because it happens to be consumed later. 

6. The Law is Independent of Choice. The additional' utility of 
each successive apple falls not because our eye is set oii the 
glass of fruit juice on the table and that we would like to ebantro 
over. The law will apply all the same eyen if there is nothing else 
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apples It is n psvohologioal phetiomonon. We 
later, geFTeairp with' a commodity irrespective of 

_i.l 5o ’+.n HQ. i , ' ' % .f 


before ns except apples, 
must, sooner or later, j,— .. 

the fact whether any other choice ’s onen to ns. 


7 Some Other Implications of the Law. Transferred from 
the world of theory to that of fact, the law simply means that 
jnore wrpeni icants.^cire—sotiffisd Jiret. As the stock increases, it win 
"he -rat to less and less urgent uses and the curtailment would 
mean the reversing of the process. Water will be first used for 
drinking, next for bathing and washing and then for sprinkling 
on the road. The supply will determine the actual use or uses. In 
the event of a decrease in the supply the least urgent uses will bo 
sacrificed first. Universality of such a proposition is self-evident. 


The law holds good in all types of satisfaction whether good'Or 
had. We do not assume ralipnaliiy on the pgrl.,of.lJie consumer. -Nor 
do we a'ssnme tha?' there is a rigidly ‘fixed order in which wants are 
arranged by all, although the order will roughly correspond within 
the same class of people. 

Also, utility of no^commodity, in the world is. absolute and un- 
connected. “ir 13* related to'tho utility of other things. MTieh the 
iitnftyof'a particular commodity falls with an increase in its stock, 
it falls relatively to the iitilities of other commodities. As more of 
our limited resources are expended on one thing, less will he spent 
on some other things. Therefore the utility of this particular thing 
will fall, whereas the utility of other things will go up. In the 
actual world, where we a re. concerned with that adjustment of means 
to ends, wo. are continuously comparing relative utilities of different - 
commodities and services, and how much wo decide to buy of one 
commodity will depend upon its price and the prices of possible 
substitutes. ^ . 

8. Some Objections Against the Law. , It is objected that 
the whole discussion of' the law is ■unreal. In’ the world of ’ reality 
coTMUodiUea are not consu'med in successive units as the law 
assumes. When you are thirsty, .you just take a glass of water and 
there is no occasion to watch the waning of utility. There are cer-. 
tain things which are- indivisible into units, e.g., a bicycle, a 
house, a hook, etc. The objection can bo met by pointing out that 
most of the consumable articles are purchased in suitable ’ quanti- 
ties successively per week; per month or per year to conform, with 
the periodical inflow of our own income. But the purchase of a 
house which is perhaps the first and the last may be conceived of 
as to much permonth.(8ay Bs. 25 if it saves yon that much rent). 
The marginal utilities of such durable goods ban be measured by our 
sense of loss if they disappear. 

It is further said that the utility doctrine is based on un- 
sound psychological principles. But the fact is that the Law is 
.phased on experience, rather than any abstract psyoWogical 
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9, Marginal Utility. Where is the end or margin of a 
. man’s purchase % When a man is purchasing a commodity, he is 
consciously or unconsciously weighing in his mind the price he has 
to pay and 'the utility of each unit. He will continue purchasing till ' 
the utility equals the price. Take the following table : — 

I Apples Marginal utility Total utility 

, (units) (units) 


1 

2 

3 

4 
6 
6 
T 


10 

8 

6 

4 

. 2 
1 
0 


10 

18 

24 

28 

30 

31 
31 


Where will our consumer stop ? It depends upon the price. 
If the price is 4 as. per apple, then he will stop at the 4th, for there 
the utility will be equal to the price (marginal utility being re- 
presented in anna units). If the price is one anna per apple, he will 
go up to the 6th and if they are free,-.th6a he will go on consuming 
till the additional utility comes down to zero. He will not go 
beyond this point because disutility will be the result. He siops ht> 
a point where the price and the utility are juet eiual. This is called 
the marginal purchase and the extra utility obtained at this point is 
called the marginal utility. It is a point where we consider just 
worth our while to purchase for here the discomfort of parting with 
the money and the benefit derived from the purchase of the com- 
modity just balance. Marginal utility has also been dejined as the 
addition made to tfie total utility by the consunxptton of the last unit 
just' considered worth while. Thus if we buy 5 apples the 6th is the, 
marginal apple. But marginal utility ^ is not the utility 
of the 5th apple, because all the apples are alike ; but it means how 
much has been added to the previous total by the consumption of 
this particular apple.' 


In this case all the apples are taken to be of uniform quality. 
But if they are not, then the apple which we are just induced to buy, 
considering the price, is the apple of mafginal quality When a thing 
can be put to a’ variety of uses, that use to which it is just worth 
while to put it, considering the price, is called the marginal use or 
the margvna.l want. It is the fieast imporbaht use under the cir- 
cumstances. If the price had gone up, this use or want would have 
been sacrificed. Different consumers hare different' means and the 
one who is on the margin of doubt whether to buy or to go without 
and who is just induced to buy at the current price, is called the 
marginal conswner or marginal purchaser. He would not have pur- 
chased if the price had been a bit higher. ' 

The matgin is not something rigid or fixed. It shifts forward 
and backward according to price. If the price falls, margin will 
descend and vice versa. 
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10. MarginalUtUity and Price. It is clear from the above 

discupion that marginal utility and price coincide or price measures 
marginal utility. The consumer stops ivhero the price and the uti- 
lity aro equal and this point is the point of marginal utility. All 
units of the commodity being interchangeable what is paid'for the 
margma unit is paid for every other unit. Therefore, we can sav 
marginal utility determines price. ^ 

11. Socid Marpnd Ut^ty. But whose marginal utility 

utility is subjective and is different 
there is one price prevaUrna “ 
the market. The margin,! utility which determines price in the 
market is not the utility of any particular individual but'l sort of 

average of all individuals in the community and may be called the 
social marginal -utility. It is marginal utilitv tr. 
uholc. Itissuppos^thatwhraCuumbL in Jb. ^ 

thSf I**"'" angularities are marked off ASKc^'i^ 

rauEo MUlty of mono,- to the rich is less 7' Ji.'' 

Voov, tha difference in the circnmsianccs of earl, that to tho 

in diSfcr^nt^jiriccshu^in different quaLm ” 

of supply, i.e^it^%m^s*wfth^s^pph'!' In^tho^ rase'^' f' f 

jyhere the supply is udimited,oa^e^Lh^ much o^’t 

“^reinal utility is zero. Only in the ^ 
goods tho marginal utility is positive It inorti of scarce 

contracts and decreases as it expLds, and down“to^° 
the supply 13 m superabundance. In tho laTtor ^ 
pay nothing and marginal utility rSo zero Th-'"" 
relation to demand determines' prices and -nrino " scarcity in - 

utility. Therefore marginal utility wiU depend on^^l'^T “'*^Sinal 

lion to demand. It is a function of supply. 

is not independent^t^ utmtf* of of one thing 

we are considering whether to buy a 

little less of another, we also compare con^Lli? ^ 

the marginal utility of say fruits L whiermnn?^ "“consciously, 

of anytlung else that wo could buy. Similarly a 

compares the marginal utility of iay aTal’irn “““"f^cturor always 
of a innclune and so on. Such comimrisons aro t with that 

OUT minds and thus the marginal constantly going on in 

reference to the marginal u^Ties of lit commodity-^ has always 
not to considra- margfnal utility in the lbsduto“s”S^‘'''' 

wc have reached tho*^m'iirdn"fhe'^fW commodity i.e. when 



^ CONSUMPTION 


53 


to several other commodities which, we could purchase. Although 
the Law of Diminishing Marginal Utility will apply even if there were 
only one commodity in oxistonce and there wore no choice, yet the 
fact is that^, there is a choice. There are so many other commodi- 
ties that we can purchase and the marginal utility of one commo- 
dity cannot remain unaffected by that of another. We stop 
buying mangoes because we would like to purchase some plums 
too and we stop buying plums so that we may also have a few 
oranges. Thus the marginal utilities of all these three commodities 
become interdependent. Marginal utility of one commodity comes 
to be related to another. In short, marginal utility is relative. 

14 Marginal Utility of Money. Docs the conception of the 
margin apply to money 1 It is said that there can be a limit to 
thp purchase of a commodity, but no such limit can be conceived of in 
the acquisition of money, which means all commodities in 
general because money js a general purchasing power. In the 
case of all the commodities taken together there can be no 
margin, for you will always want this or that commodity. "You 
can never reach a stage where money ceases to be desired. 

It is further pointed out that whereas it is possible to have 
some idea of the comparative satisfaction of an individual derived 
* from different commodities, you cannot compare the satisfactions of 
^ the two persqps from the same commodity, because a,a Chapman 
says, “ there is no bridge to connect the utility enjoyed by one 
person with the utility enjoyed by another.” 

Hence the same quantity of money has different significance to 
people with widely different means. 

Wo may concede'the strength of this argument. But it is also 
true that the Law of Diminishing Utility certainly applies, to 
money too. As money increases its significance to the owner de- 
creases. The rich man attaches much less importance to each imit 
of money. Ho spends it more fraaly and is much loss worried in 
case he happens to lose a certain portion of it. Every increment in 
the amount of money that' a man has brings him less and less extra 
pleasure. Marginal utility of money is measured by the utility that 
we shall lose by the loss of a small sum of money. 

’ IS. Practical Importance of the Law of Diminishing Marginal 

\ Utility. We have seen that the law of diminishin" marginal utility 
applies to money too. This forms the basis of the theory and 
practice of taxation. A progressive system of taxation imposing 
a heavier burden on the rich people is a practical application of 
the principle in the field of public finance. 

In actual life our attention is always focussed on the margin. 
We seldom think of the total utility. Wo are always weighing the 
profitability of buying a little more or a little less of a thing and we 
think whether, instead, we should bu^ a little more or less of some- 
thing else. It is through the margin that the law of substitution 
works and we are able to arrange our expenditure in such a manuer 
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as to givo us tho maximum, satisfaction. ^ Tho^ margin liolps us ^ in 
the utilization of soarco means for the satisfaction of our multiple 
wants. It determine-, which wants must bo sacrificed and uinch 
satisfied. It enables us to make choioo-s and thus to make tlio best 
use of our limited resources. As such its practical importance both 
to tho general consumer and the business man can hardly be ex* 
aggerated. 

The Law explains why demand curves slope downwards. It 
also explains tho divergence between value-in-uso and valuc-in- 
exohango. 

16. Utility of Substitutes and Complements. On tho as- 
sumption that all things aro independout in value, wo should 
arrive at a total of utilities which will not at all accorti with facts. 
Values are in fact intordepondont and are mutually influenced, as is 
tho case with substitutes and complements. If there were no 
coffee, the utility of tea would have been much greater than it 
actually is now, because there is coffee to fall back upon. Thus 
tho total utility of both tea and coffee now is much less than it 
otherwise would have been.- Take an extreme case, of shoes. If 
you lost the right foot, tho left would bo of no value to you. Thus 
the value of each cemplemont in tho absence of the other is nil. 
You wilt, therefore, bo prepared to pay for tho foot that you have 
lost a price out of all proportion to its actual value. In case you 
lost tho loft foot, thou 111 the same manner you will be prepared to 
pay more for it than half tho total value of the pair. On this 
basis the total of the utilities of the right and left foot will 
be much more than it actually is. It is quite clear, therefore, 
that on account of interdependence of tho values of commodities 
and services, it is well nigh impossible to have an exact idea of 
their relative utilities. 

17. Can Utility be Measured. Wo have already seen utility 
is tho want-satisfying power of a oommodity. But it does not 
depend on any intrinsic quality of the commodity itself ; it ratVior 
depends on tho attitude of tho consumer. A mango possesses 
inherent qualities to give satisfaction to a consumer. But if 
somebody is proUibited from taking it under medical advice, 
for him it possesses no utility. Utility is, in other words, subjective 
and it varies from individual to individual. It refers to tho state of 
mind of a consumer. 

Can we measure a mental state 1 Obviously, not. Wo possess 
no measuring rod ^ by wbioh we can measure the intensity of a 
person’s satisfaction. We have, however, luckily a rough and 
ready measure in money. Although money cannot oxactlv measure 
the satisfaction, yet it can at least help us in comparing intensities 
of two satisfactions. Suppose I have Rs. 100. I am thinkin'r of 
buying a bicycle. If il am on the margin of doubt whether I should 
go m for it or not, and if I am indifferent whether I keep my 
money or purchase a bicycle, then it is evident that I attach the 
same importance to the bicycle as to a sum of Rs. 100. In that 
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case it can be said that to me the utility of the bicycle is equal to 
lla. 100. In tho same way the utility of a camera may be equal to 
Rs.'lOO. This sum Rs. 100 will thus equate the utilities of the 
bicycle and the camera or of another thing or group of things for 
which I am prepared to pay the same sum. Mon&y measures utilities. 
The utilities of two commodities are in the same ratio as the ratio of 
their respective marhet prices. Actually, our experience and long 
habit of consuming certain commodities enable us to compare 
utilities of the two commodities independently of money. 

TFe can measure desire and not satisfaction. There is another 
j)oint. When I am on the margin of doubt whether to go in for 
a camera or a bicycle, I am really comparing expected satisfac- 
tion as distinguished from realised satisfaction. But we know that 
anticipated pleasure ' is generally greater than the actual pleasure 
realised ; at any rate, the two do not coincide. Here again our 
long experience and fixed habits help us and we can be fairly sure 
of what tho expected satisfaction will be. But it is well to remember 
that the intensity ' with which a thing is desired is different from 
the siitisfaction that is actually obtained. There is no means to 
measure satisfaction but the intensity of desire can be measured by 
the money offer. The economists generally assume that the two aro 
original.^ 
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CONSUMPTION 

The Law of Eqm-Mnrginal Heturns and the Lciv of Demand 

1. Introduction. Wo havo Joon that watiU-* arc Ijoth rofnj[>e- 
titive mid comiilonunlary. ih-caine tJiry are coinpctilivo, wo 
have constantly to ninko n otioice botwocn the Jnoir urirmit ntid the 
h fp urgent wants. In terms of utility, wc have to i-lifww between . 
things possessing groafor nti'l those po</!,vj,ing hsi utility. Again, 
wants being comjileim'iitary, the ulilitim* of the fo.'Teppotidi'ng 
commoctitios mtist also lie inierdepcndcnt When wo are v/oighing 
in our mind whellier to luiy a little iiioro or a little of a ooin- 
modity, we seem to balance the marginal utility t f the coram'iility 
and that of money. Util tclniir< are faU’j bnlur.dnj is (h>‘ .mtirsinnl 
vliliiy of (hat jiarliciilar cninviixllli/.anrl inargir.al ittiHdr.t of <i host 
of oUitT tomwodilii-j! which could he piircJi'isfd tn'lh ihal oj.aounf of 
vtoTity. Money tbur, builds a bridge for u.< to pa as frem ono coin- 
modity to another, Thiii is how substitution takes plarai. U is 
not merely a subslitution of one thing for another salistying tim 
same want, e.g., suii.stitution of tea for cofibo, hut subalilulion of 
entirely different eommodit ie.“, one for the other, inndo po.ssible 
through a common money measure. 

2. Statement of the Law. Every prudent person wanlA to ' 
make the best of bi.s or lier rcsourcus. This is necesniry beeattae 
rcHOtirees are scarce id relation to ncod.s—a fundamental jiVopositinn 
with which wo started the .study of Economics. Every consumer 
aims at getting the maximum satisfaction . possible. For -Uvia put* 
pose be will substitute tlie more useful for the lesJ} tiselul thing. 
When this process i.s completed it will bo found that marginal utili- 
ties in each direction of his purchase are equal. Our consumer is 
actinc consciously or uneonaciouply on the principle which has Imon 
^'called by various uniucs, tlio Law of Substitution, or th<' Law 
of Indifference, or the Law qf^figirhJtat^rnin'SVtufhs, or the Law'pf 
' Economy'-of Exponditur'c, or the' Cawf of ..Maximum Satisfaction. It is 
' called Lawjaf.Substitution, because we substitute one thing for an- 
other. It is known n.s Law-,of^Maxintum Satisfaction, because 
through its application we are able to maximise our satisfaction. 

It is called Law of j5qul;Marginal, Utility /bcctiuso it is only when 
marginal utilities have been equalised thTougb the process of Subs- 
titution that we get maximum satisfaction. It makes for economy 
of expenditure. 

This Law is also known aa ibo Se.cond_^Latp of Opsecn and has 
rheon slaUd by Oossen thus: " If it impossible to gratify nil tcanis 
■ to the pmnt of satiety, it is necessary, in order to obtain maximum 
jahsjaclion.iodtscontinueihesatisfadion of different wants at (he 
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pninf .at wTiich ': their ' interiHty. Jiq^ ..become .equal.’.'} < Eveifi .if 

distributes his ,Te30urceSs(ofimoney.or.,commodity)- oyer the\ 
uses in such a manner, that the marginal utility from every ute- oj , , 
the marginal utility of ; each anna spent on different uses , is tli -' 
sarnie. ' Only in that mahrier ' 'will:' the satisfaction ' be maximiseq.^. 
It is well, to /remember , that 'WjijL' not .possible .to ;; equalise . total 
utilities frbni.tw6.,difFere.iitic6mmoditieSj. that 'being Indefinite- and 
immeasurable. ' We csiri only '.equat’e’tBe utilitieTal' the .margin. 

, The;explanation is as follb:wa/:', VMter the consumer has.'sperit 
some of his money on' a , particular, Wmmodity, the marginal utility 
to hiih of, that co, mrapdity-, begins, to fall, .until' he .feels .that ' he 
would, gain .more satisfaction,;, by; .spending, additional ..units, of 
money pm something;’ else., , y- ;,- • " " ■ - - 

He goes oh 'sub^ituting.'one .T 
thing for another (after a ' \/ 
point) until the whole, of >/. 
the money lie wanted tb - 
sperid 'is.exhausteb/" When / 

Ihitis dprie, he 'has bhtaih- ' 
ed. Jequhm'argihal utility.^ A 
He cannot/novt’ increase his / 

•total; utility '/by ' spending * 

'more ph one thing and dess ' 
bn' the btherl If he could do' ‘ ' 
so, he would have done it al- 
ready .'Eyeryjresirrabgemeht'’ ' 

•vdll mean a'great loss thaii' ‘ 
gain'lih utilityj'' 'the Jiest-ar- 
Tan gerndntc being ;the orie' ; ‘O'. 

%h'ich^> eqiittes' his ‘marginal' ' " 
utility under -each head' of ‘ 
expenditure. .; , : 

The law cah'be' illustrated by a'diagram as .above.; ’ ' , ' , ' ' 

, there be-only two commodities, bread and milkj j On,. which ' 
■ fP'be tspent;.;,Let A, and B, respectively, ;be 

utility curves of bread and milk. . . If OM is , spent' on, breai and 
OM on _ milk, the marginal utilities of the commodities (or of the. 
jnoney spent pn 'them), are equai’, ‘ . PM=P;M,'.' ''''The 'Hiiv.of 'iSubsti- . 
tution ; or "ISqui-lVIarginar. iJtility .^as8erts' /th'at'this .^distribution’ of 
.®ohoy; achieves maximum' total ..utffity, ' ,OMPA4'OM'P'B ‘ are 
maximum.' "Ifthat'is sbt.ahy .other distribution’should give smaller. 
*9^. ''utility. Let’ US see whether, this, is 3oi' . ’ V / I 

®hpp6se (a) .stands fpr a .small unit-, of rnpney. . , - F urther, siipppse . 
^bj^M9).oiore is spent on bread and (a) less pii milk. The marginal, 
utility 'pf inilk Priq rise' to p'ni’, and' that of bread will fall to 'pm. As 
shown by . hlie'shaded, areas, the loss.pf ntility '.wiirbe' more-than-the 
gam by tlm ' rie’wV arrangemebty utility will ' be. less • than 

' ■ - ; KfiGli-j^U---Eten^ats of iScpaataic Xnoory^ iy37ip-SS. ; - 



Units* of commodity cousuihed' 
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li is at’tKe margin -that the substitution takes Iplacc, ’ Through \this 
process of* substitution .he is able , to' .equahse.ijriarginal utilitie.s iu 
every direction of bis purohaae^ .When marginal .utilities have been 
equalised; further urge for substitution * ceases.' ' The consumer .vrill 
not now gain if he substituted " some units of ;bhe. commodity for 
some units of the other. i’He has reached the * point ' of indifference, 
marginiil utilities being equal he isiindiffecont -as to, whether he , con,* 
HumesTSO .many units of one commndity 'Or so'Jhany . units of. another, 
This state of indifference; can. be'', represented by.ian indifference 
curve/ . .'.I/.-i •• : i 

Suppose boys in a" bias’s have ', bnly' .two commodities; pencils 
arid exercise books,' and they are'ffcb to exchange' pencils for' exer- 
cise books and vice versa. Every student has his own-scale, of - pre;. 
ferences; .lAccording to; this scale, there may bc:seyeral combinations 
of pencils, and, exercise books which a particjilar student may regard 
as equaUy-satisfactory. , Ho does not.prefcr one combination to the 
other. In other words he is indifferent.as between these, combina- 
tions. Such combinations maj' be repi'escnted by an indifference 
curve as under : , 



' OX and OY are the itwb ‘'RxiSi-^'Axia of 'X fepfesettts pencils 
■'and, axis of Y exercise books; -JWe give leach boy.' three ■ exercise 
‘ 'books and fifteen pencils to start .with, .jAccording' to, itbeir indiyi- 
' dual scales of preference exchahgoa ■will take, place amqhg .them. 
A boy .will carefully think hoiv many lyenoila h'e ‘would be willing to 
. : . part, ■with in. order- , to get, an T .elxercise .hbokr, . :Her> may', state his 
; \ -;p.l;pfere'pceBin,a Beriqs of combinations, of pencils, and-oxercise -books, 
.which inay, be .equally satisfaetory sand as, between '‘these ’^combina- 
tJons he willhe. indiff^ > .AB in. .the 'above ediagram iis ra line 
to considered an indifference qurve of oho particular boy. 
jIt ?a made tip qf;a series of ; points each : of. . which' -willr represent', a 
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,i>bili respects., , Or a still better combmation of five exercise books 
'-■-afid iwonty.fi^ Each of these now and better 

‘>eotobinatioi)8 represents a now series altogether and will have to be 
. t?preg'ented by, a new indifference curve. Better the combination,' 
.-'farther to the right, and above the previons curve will bo the new 
.' ciirre. A number of indiffetenco . curves- form what is oalled au 
-;1iDdifferenee map’, as is shown in the diagram below : — 



■■ ' Curve il repccaents a, pteferreid position to 'AB ; for on this 
euire point a gives combination of four exercise books and '20 
pencils; The boy is on a new indifference curve. N curve represents 
a still better- position.', ' t,' ' ' . 'h >• 

; . .4; Marginal Rate' of Substitution. " How much , of one obm- 

modity is substituted for how much of another or at ivhtit ' fate do 
,we substitute one, commodity for another ? The answer ,is- afforded 
^ the ‘‘Marginal’Rata.of Substitution ’’^^ah idea introduced by Dr. 
.P'obs and . Allan. Supjposo A hag sweets and .B has fruit and 
.■*',e‘t,Jvb.,wiBh 'to exchange. -The ratio of exchange will be.the ambun^t 
pf one coihiuodifyi sweets that will given in . exchange , for , the 
other, fruit. But exchange will only take place if the ratios of 
mafginai utility of the two commodities are diffbrehfe for A- ahd ;B. 
'Unlessithe ratios pf marginal utilities are different" exchange cannot 
,'tske place’.- y This' ratio has b^oh 'called the Marginal Rate of Substi- 
;We shall come tb this ‘point later on in ' th'o*^^^ chapter -on 
Exchange. - , * ' ■ ' ' ■ ■. .-‘'k'.- 

TOMhematical-minded.'eeoriomists' have ’introduced;, another 
■ peW.ocmcept. Elasticity, of Substitution corresponding -to: .elastipitigs 
P^ ^^Piand-and Supply (to be^explained jlater) in order do jcstinaate 
d-f which subBtitutioh at. the margin is taking place between 
i^oramodities. It is pointed out “ that an individual pah , only 
be in equilibrihih with respect to the system of prices' in bpefatioh 
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sabsiitufcing .the, consumption, of less scarce goo.ds, for the more 
scarce, ones. . The scarcity of the. latter' is, thus relieved and its price 
comes down. \3?he importance, of this law is also shown by the fact 
.that some economists suggest that' the Law of Diminishing Utility 
should .fee. termed the Law, of Increasing Marginal Substitution. 

. ] Jfs ‘Applicafion<in\Distnbvtion.: In distribution we are .concerned 
.with 'the. . determination -of the •respective , shares . of the various 
agents of producbion,-,i:e„ determination of rent, wages, interest .;and 
profit. . These shares' are determined according to the principle of 
. marginal productivity; T ;Each agent, tends to, be paid according to 

its m'^rginal ’'productmty . ■ ■ ■ • • ‘ 

' ; The use of each agent of production is pushed by the entrepre- 
neur to the margin of profitableness' and the marginal product in 
'Cath case'ife the samei ' In case' it is not-the same and the'marginal 
product' of the, ' two ’.agents is unequal,-- then' the' Law 
of 'Substitution will come into play to equalise their margiria] 
productivities; ’ I This 'is how the Law' of Substitution proves 
■useful id the field of • distribution of the 'national dividend aidiong 
. the various agents, of production. 

'■-Thris the Law;df Substitution has a universal application'. ,It is 
of fundamental^ importance in ail brandies of economic theory, ; The , 
'Law .forms the.'yeiy'basis of Economics as conceived by . Robbins." 
Utilisation of scarce ^means for ’ the satisfaction of multiple ends 
nefeessittites the, appiicatiqn.of this Law, '-VJt may be considered the 
Law of Economics ; other LawW afe' its mere' corollaries. ' The,, LaW 
domina-tes Consumption, Production, Exchange and Ilistribution. *' 

. 6. , 'BiMs the.Law if Subsiitutioti Actually Regtdate Exjendi* 

.'ture .? , The Law ‘of Sutstituiibn inyilyes ’ very careful , calculations 
•f .the .expected satisfactidn and its ebinpanson with' the' ' am*unt 'bf 
., money. spent as" well, as with the satisfaction which' may be derived ' 
by pending 'the same aniount of montey ’ in' sbnie other ‘ direction’s. 
Wd must minutely. weigh in our inirid the utility of' a . small addi- 
. tiqual unit of one commodity with that of another, and' 'we must try 
*‘to''b'aiauce the twoi- ‘ 

!; But how many of us are capable of such fine calculations ,? Now 
many of xls have the patience arid the ability to do it ? ,Are ,we so 
ritional and calculating ? The fact, is that -most of' our; expendi- 
ture is governed by habit. It is of a routine character ., and . we 
on the rule of the thumb. There is not much of conscious calculation 
and careful iveighing of the utilities, "• 

.'7 But in thb ca-so of extraordinary expenditure or big .ex'peridi- 
tu're a prudent pbrSoh gbos 'through' a certain amount’ of thinking 
before the expenditure is incurred and we may take it -that i it: does 
; roughly conform to the Law of Ma'ximrim Satisfaction, Even here 
'fcho marginal utilities may not bo exactly equalised. - ■ - 7 - ‘ 

■ It' is difficult to say whether the actual' expenditure ’incufted^y 
• bbnsumere is'.iri conformity vath the - Law of Substltutioh or equi-, 
'marginal utilities. Economic. laws ‘are, after all, -staterrientfl of 
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for which we had riot bargained. This is the case' even in ordinary 
purchases/ ^ '• ' ’ 


^ II I'l 


- A large measure of conaumer’s'surplus'* is ;pres3rib''o3p0bially’“in-''’’ 
tlie case of things which are very cheap' and 'also''risbfuI,'; a'''poSt 
card, riewspa;^er, a matoh'box, etc./These things' are ivery'cheap'ani^'' 
■ in' some cases indispensable , too.';' 'T’or . them - particularly''.''#d^,;arb" 
always prepared to pay moire ‘than their actual prich df ’ 'the' Witefna- . 
tive is to go without.thern. From their purohasb we' get' a ''surplus' ' 
satisfaction. We'^have already seen that;'the prices jpaid 'do tiof reflect';'; 
, the utilities bbtained.’. The totaL utility'- is higher * thatf' t’h'e! pricej; 

paid and we get a surplus, this surplus has beeri ‘cMIed'rionsumer^s • 
■'surplus.' " : • ; -hi " 

In the. yqrds 'of, Marshall,' “The iex^ss 
, would be willing to •pay. rather thnf’' 'go ••djith6ul'‘‘iHe''''‘ tiling^ over ' 
that: whichi he, actually does. ■^pay vs ike .economic' 'medstirecbfidhisiuevh^ii 
.plus. satisfaction^ It. may be called ^Gonsumer‘s) Siirplus. A-v-hi'ishorb 
consumers .surplus -is equal to what you; are.preparedilotipay’. mihus ii 
'whatj.you.actuahy ..pay..., ^ i '.TrK-irf'' / / , .j:/' 

ri' K ' i'"'. ' ' ■ > 

'Consumery. Surplus and the Law^;of Diminishing XJtility,;^; 

• Thei^cqncep<;,,of ..yqnsumer’s^ .‘surplus, is. derived from j. -the. 'Law.-.i 
' of l31mihishihg'Utility.''',The'fellbwing'6abledndicaVe3 the,,; variations . 
iri utility in the purchase of mangoes.' " ' ' , 1 ' 

IT'.;',’; ' • ■ 

, ^nngoea piirohMsd F, '-Total .Utility '■ ■.viiVWg’inar'Ubilir.y ’ ' 


seers 

1 

2 

f 4 ■ 
' 6/ 
■* /6' 

"*‘7. 




■Moashrdd'm anhfts^' ' ' * * 


20 
38 ^ 

Oa 
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m- 
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20, if 

’I'o' ‘ ' 

, 14, 

12 

.10 ‘ 
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, . The^aboye is the statement of atility-,.to‘ a ;. particular consumer ., 
going jto ■ a jrmarket for.^ .mangoes.. Suppose ; the; prioo . rin the ruarket ■ 
is 12 as, per seer.',V(iThe',corisumer"Will:purcha3e.-as many, 'mangoes* 
as, bring- hia 'marginal utility, pquah/to the. price, -''Thus he;,nviIlM 
purchase 5 seers pf-mangoes .andpay for them 60 as;; rB.uti.jhis /total' 
utility, from 6 seers, of mangoes is measured’' by .-SO-.ias.r He gains an 
consumer’s' surplus jmeasuredt by 20.a3..-,-;T-his'iS'3o because ^ he i would'' 
have'paid 80 as. rather .than go without mangoes,; but /he:;'actually 
pays only 60 as. If the price-.rises to 16 as,- a, seer./he /will., purchase, 
only 3 seers and ^pay 48, as; instead of .54 .as..- This .will give him. a! 
consumer’s surplus mea.sured by',0 as,. arid 'so on. :,.' 

* ,;13el6w'!‘ IQi rTtyrnn nrT»n»v»»i4^irt flltrof rra^iAYi ViP*' />An'^fTt»v» 

surplus. IV 


givori the ■■ diagrairiatic . . illustratiori 
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MODERX ECONOMIC THEORY 


Along OX arc monsurcrt units of rommodity to be pnrchftpod. 


and along OY" is mca'urod the 
utility in terms of money, hich 
means price that the consumer 
is willing to pay rather than go 
without a particular unit of the 
commodity. 

If the marhet price is PM, 
the consumer nill extend his 
purchase up to the Mth unit. 
He will purchase OhI quantity’. 
This is 60 because for this 
amount his marginal utility is 
equal to the price. But his 
marginal utility for the earlier 
units is more than PM. For 



Units oF Cor, nodciy 


M'th unit, for instance, his mnrdnal utility is P'M'. Rut ho only 

PM (=P"M') for this unit as for othem. 
He thus obtains an excels of utility for the Jl'th unit equal to P'P". 

thus deX^TJ";- The total consumer’s surplus 

by liim when OM units are purchased at PxM price is 

t ^lSr^ K the market price rises to P'M' 

liUftlltotL smaller tSnglfST'’ consumer’s surplus 

weeJS’ Measured? It looks as if 

^ V T o-M’Ia oed above that consumer’s surplus is simnlv 

Sh»s'£rr.i*‘„? -■I "‘‘F* 

the following formula. ^ ^ ascertained by 

Consumer’s surpIus^Total utility 

... —Price X Number of units purchased 

How simple ' 

precise measurement of Consumer’s Surplus • ^ 

to pay for certain units is all a guSs work and^Jn^T^u 
tion is sound. But in actual Z ^ theoreticaRy the objeo- 

of the damand schedule with^wb^W poncemed with that part 
to small changes in prices are fairly ^weB kno^'^^In ’'rea^^r*'”"^ 

are not concerned with hypothetical scarcity Sa 

conventiiretaSri^^^^^^^ 

necessaries of life, as well „7 In case of 

positive satisfaction. In thdr case 

in tueir case there is only removal of pain' 
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rathpr than giving of pleasure. Patten calls it *p aia economy’. Only 
•when the necessaries of life have been satisfied tliat "there can be 
any idea of consumer’s surplus. It is to this stage, which Patten 
calls pl easure ^economy that consumer’s surplus belongs. 

3. Oonmm&rs’ memsjvary. Some consumers are rich and others 
poor. The poor consumer makes a greater sacrifice to get a com- 
modity even though he pays the same price as the rich. The rich 
man is prepared to pay much more for a thing th^n go without. 
This difierenco in the consumer’s circumstances makes the measure- 
ment of consumer’s surplus difficult and inexact. This difficulty is 
met by the idea of average. When there is a large number of par- 
chasers, rich and poor, the variation in individual circumstances 
may be ignored. 

4. Oonsumers Differ in SemibiUUes. Every consumer , has 
his own tastes and sensibilities, Some"Sesire a commo_dity, more ar- 
dently than the others and are therefore prepared to offer more. 
This difficulty is also met as in the above case by the idea of average. i 
When we deal with consumers in the bulk individual tastes and 
sensibilities may be supposed to cancel themselves out. 

6. Marginal Utility of Money Changes. As we go on buying a 
commodity less and less amount of money is left with us. Hence 
the marginal utility of each unit of money increases with every 
successive purchase of a commodity. But when we measure con- 
sumer’s surplus we do not make any allowance for this change in the 
marginal utility of money. This means that our conclusions are 
not scientifically accurate. In reply to • this objection, we tmay 
point out that in actual _practice only small amounts of money 
are spent on the purchase of individual commodities. The changes 
in ..the marginal utilily of money are negligible and are of no prac- 
tical importance, : i 

6, There is the further difficulty j^that with every increase in 
the purchase of a commodity the .urgency of„the need^for the 
earlier purchase is dimi nishe d and thmr utilit v dec reases . This 
decrease in'th6litility"'^r*earlier units is not tak'Sa into "account 
when calculating the consumer’s surplus. To measure consumers’ 
SuriiluB precisely it is suggested that the earlier parts of the list 
of demand prices should be continually redrawn. But this ob-. 
jection is based on a misconception. This objection would have been 
valid if the utility written against each unit were the average, and 
not additional utility, because only the average can change at every 
step and there is no need to change the additional utility. Reference 
to table, on page 65, If the consumer buys two seers the average is 
19, in case of three seers it is 18 and in case of 4 seers 17 and so- 
on. But the marginal or additional utility will not have to be' 
altered whatever the number of units purchased. Also as' 
Pigou says, “It is highly improbable that slight change in the 
consumption of anything would have an appreciable influence upon 
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the utility of the earlier increments, because a considerable change 
in consumption is necessary to make us auarC that^ any change in 
‘ commonness ’ has taken place.” ' ' ^ ^ 

(7) Then there is the difficulty arising out' of the presence, of 
eubjtitptgs How calculations of utility in their cafee are upset or 
rendered difficult has been already' explained ' (p. 64). ..To meet 
this difficulty the two substitutes, say tea and coffee, can be regard- 
ed as one commodity as suggested by Marshall. ’ i ; 

(8) dominodilies used fo^idinclim. “fn such, cases, dia- 

monds, the fail in price will noFlead'to increase in' demancl./ Wlien 
such commodities become cVeap, they no longer., confer -dislmction 
on the uses./ The demand for them, “'therefore, may fall off. ‘Hence 
a'fall in price in such cases will hot increase' consumer’s ,s'urplns.,' j 

We may conclude by conceding that the exact measurement of 
consumer'^ surplus in a market is an impossibility. But tho 
concept of consuirier’s surplus is not a useless ohd that’ score. 
In practical life wliethei in business or in publi6 findrice' 'it -is 
always possible to have a rough and a workable idea' about ' the 
measure of donsumer’s surplus. ’ 

11 Critidsm of Consumer’s Surplus. The concept of con 
aumer’s surplus has been subjected to scathing criticism by moono- 
mists like Cancan, Nicholson, Robinson • and Davenport,. <lts 
scientific character has been, attacked on the ground nthafr it is 
based on 'assumptions which are unwarranted. Its i measurement 
assumes that utilities are capable of exact -measurement and can be 
translated I in terms of money. It further assumes that’ different 
units of itUc • commodity have, different utilities.* Moreover, the 
’ utihtj’jof each commodity is regarded as ^something absolute wliich 
it is not. 'While we go on spending mone.y the utility of each unit 
of the money left with us increases, while tho .marginal lUtib’tyj.of 
commodity falls. This makes the calculation of consutner’s surplus 
stai more difficult. 


f # j U ^ i t * j ^ ^ 

I Jn the, case of necessaries and conventional netjes^ries.dt seelns 
■to have inp .application, for, in such cases thbVconsumer will be 
iwiliing to ipay anything rather than go without., The utility will be 
in&rutjv , A lafcitp ill (millionaire) may be willing tb pay Es.ilOUO for 
a glass of. water in a desert when he is on the point of death on 
account of thirst but h? actually may pay simply onerpice, as 
bfiLhkish.’, The economist tmay say be has enjoyed a surplus of 
.!R<=..»9a-I6-9 But it will be rather difficult to convince our UTchpati 
of this fact. > , , . , .r . j 


, therefore, said that the whole idea is'hypotltetical' imaginary 
and tllufory. A man cannot always say what lie will bo OTilhlg to 
without a thing. This inquiry ' seldom presents 
Itself to him m the market. Tho price in the market is a &6t which 

hcmust iccejit and whatheiseaUedupon'to deride 'is how much 
he will buy. Therefore, there is n- good deal of' unreality about 
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this concept. .It is.further pointed out that if . there, is -a surplus, 
the conkitndr twit ift^u^4d''’to buy, more .ahd ,iriore ..of thfit 
c6mmodity^UU‘thh' 3at|llJia'hisappears!‘ ' ,It simply cannot .exist. , . 

: , /.jThe critipism is sindeed. damaging. . From, the ; strictly scientific 
■poihtipf, view the, .yalid.ifcyjpf none of these' objections can be i quds- 
.,tionh,d..',-But.the.%whole; burden of criticiscn ib.thfit it is incapable of 
pireciso .numerical ..nje^a^jJrement. .. Thii'~iaay‘^aT"0'ffce “"b'ei 'conceded. 
.But it.c.annoi.be denied that'soinething like, this .tdoes- exist in real 
■life. . -JRatherthan goiwithout a thing we are prepared: to. 'pay niOi'o 
,_than what;we, actually pay, and we do enjoy a surplus of satisfac- 
, tio^'j -Ho\v much iwe-cannot say and there wiU be little 'good if :we 
could. It, cprlainly,-. tells US' that A-a-tsystom of •, Uniform ’ r-market 
, prices does yield a. .“surplus, of satisfaction to . some consumers who 
■ ■s!ieuld'MH''e''b8’(^n'hble‘ahtI wi)!ibg tbjpay more if the ^alternative was 
'’ td’§o witbdut;'''''Th‘e lahHpatVs' c&so taken above does hot ■■bojon^ lo 
"thchrdiriafy fiili'‘df life—tiich situations ,%'eldbm drise.' ’‘Th rdhi 'dife 
-4he,’trsLfisacti6ns‘h‘ry'bf“a. type which yiel'd a surpluk' satisfaction to 
’■.-the conSumereV;’’';*'/*"''' ’ .V ' " i* 

’42- .,Impb;^npe,. .o|<j the 'i.Concept .pf .,., Consumer's ; , Surplus. 

'Althougli 'Scie'tihifipaHy, indefensible,, ..the,',, concept pf,; .consumer’s 
.,surpltis..bas a greatpragticaljitility-and theoretical importance. , (,- 

■ (1) CpnjediiXfl'i-^i^V^Yj.ance, „.i,'IC^6h*aWt'S:,,,'UB/Jd!.'cd?nphre’'.'.(7ie 

,,, odpak^ffe..^//!i:,~.environm0nta.,.anji2^,Qpp_pt(nniUes^jprf^.^[4..cqrijeciuml 
.petson getting:Ks. 200 in .-Udhi. can , enjoy faettor ameni- 
ties, of .life thapja person, ^ayi;"gett.ing..il,B.'..300,in a-, town more remote 
•’.from the’ centre pf.pivilis{i.tion. The inhabitant' of ’Delhi enjoys, mhch 
. 'su^plas'^of_BaWsf i,ction':.frpmj his expenditufe.dn, Delhh; ..it, enabiegljus 
alsOjjtp.jCornijare.j the economic conditions offithe^pbople at v different 



.. chequer or ithe .Finance' 'Minister'''corisiders, Awhile proposing ^fre^h 
. ,.taxatibD„hdw.much are the people 'willing topayrl’dr athfing andihbw 
• will they_._ be affected by a ri8eJn.prices^resuIting'Trqin';the:im'pp^^^^ 
tion of a taxr Where the cohsumers are enjoying apurplus,, there, is 



■ ’faxy'hhwhyery'ighpl’jyety,'desjrah'le‘,as'it wfii,.adye^^ 
*.*Welfare"because'c'ohsumer’i surplus is greatest for. hehessaries..i'f!,;'!i 

..I?)' ^nonopoly , y g^MCtfSimilarly , ■ a business 

■j,nijin pr ,a;.monopojistoiwili- find that .;he-;{oan:!easily'jrais6pricea if 
the -commodity is yielding surplus of satisfaction to the' consumers. 

■ i"Thoy rWill .Beiwilling tbpayl'more if nebd’be.' oAs-a’-Ttoatter of e:^e- 
.dienoy,- however,' the'.'busineaa'mah'wiU'iiot rai^e 'the pr^be 'sb'niucb 

■ as" to absorb" the ' whole'' hflhe’ Surplus; - ^He will not 'drive h'ha’rd 

, • , bargain to- that , extent; '.'He would' lilie’-to hiiltitate .and -* retain ,i the 
. goodwill of ’ hist- customers' <%hd7-^’ folio wi ■ therefpre'it a^>'j^dlicy*' ol 
poinprpmise.'"’ (I’y-’- < -'■'■■'iv."-,!”: ■'■-7;'.* frlniiAi e?' ^1,- 

■ .y ([4) pia tin diqk. between, valm-in^wt dk^' ^alUeTpi-ezcihan^^ 
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know that market value of a commodity is different from its utility 
or value-in-use. Commodities like salt and 'match box have gr^t 
value-in-use but a very small value-in-exohange. The consumers 
surplus from such commodities is very great, for we are prepared 
to pay much more for these commodities than we actuary pay. • 
Consumer’s surplus brings home the fact that the price we pay for 
a commodity seldoni comes up to the aggregate satisfaction that ^ 
we derive from lie consumption of a commodity. Consumer’s sur-^ ’ 
plus depends on the total utility, t. e., value-in-use, whereas the' 
price or value-in-exchange coincides with marginal utility. The - ; 
doctrine of consumer’s surplus, therefore, clearly brings out ,the 
distinction between value-in-use and value-in-exchange. = 

(5) Consumer's sur^lm' mea sures ike beneftts.from international 
trade. By~intefmg into trade with another country, we iinporT" , ’ 
certam articles which happen to be cheaper. Before we imported, 
them, we were paying more for similar commodities. We have, 
therefore, made a saving in importing these commodities. They 
yield a surplus of satisfaction which is measured by the excess of 
what we would have paid for them over what we have actually 
paid for them. The larger this surplus, more beneficial is the inter- - 
national trade. Consumer's surplus thus a measure of the econo- 
mic advantages Ve reap from international trade. ■ ...V 

13, Sovereignty of the Consumer. Under capitalism. or the- - 
system of free competition, the coijgumer has been compared-to a ' 
king. The entire productive machmery is supposed to work under 
his sovereign’ sway. His preferences determine the volume and direc- 
tion of economic activity. His whims, prejudices and desires seem to 
rule the world of production. The entrepreneurs of modem industry 
are his bond slaves and so many agents to carry out his behests. A - 
frown on his face is sure to spell their ruin and a smile -sends ' a thrill 
through their heart. If the cohsuTher is pleased, entrepreneurs are n 
happy and prosperous, and if the cpnsumer is dissatisfied, the entre- 
preneurs’ fate is sealed. . ' ’ . - 

■ In the past, the consumer’ rule was manifest. He placed the' 
order, say for shoes, clothes, etc., and the maker carried out simply 
and faithfully the order. The things were made to order and the 
producers kept waiting for the orders from the consumers. ' The 
things were made in style, design, colour or shape exactly to suit the 
. tastes of the consumer. The , consumer got what he really wanted. 
He was undoubtedly the king and his authority was well recognised. 

Bub^the modern producer does not work on receiving the orders, 
fie anticipates them. It is the business of the entrepreneur to make 
! a shrewd guess as to what would satisfy the consumer most and then 
' to .proceed to produce such commodities or render such services. 
Broduotion these days is carried on in anticipation of demand. But 
here again the^ consumers’ preferences exert their full weight. If the 
entrepreneur is not sufficiently intelligent, to gauge rightly, the re- 
quirements of the consumer or if the prices fixed by him do not suit 
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^he pockets of the consumers, i.e., iPho made a wrong estimate of 
■Dheir purchasing power, his goods will not sell: Ho may struggle for 
a few, years heroically but unless he is able to modify his plans and 
to make them suit the consumer’s tastes and pockets, he will go 
under, sooner or , later. If, on ,the_othflr-hand„he.ha8'beea able-to 

* understand_tho,wishes,of-tho"6overeign, -consumer, and Jo; interpret 
thonTHgMy, he will be amply rewarded in the forna of hTandsomo 
dividends. 

, ' In a capitalist economy that venture will succeed which satisOes 
the consumers 'most. The entrepreneur gets the maximurd profit 
when the consumers got the maximum satisfaction, not otherwise. 
The consumer guides and controls production by the way he decides 
to spend hia income. “Universal consumption is something like 
universal suffrage ; it is a democratic means of control; The only 
qualification required for consumption is the possession of inobmo 
with which to acquire the desired goods. In economic elections a 
consumer .casts as many votes as he has dollars to spend. If the 
economic electorate decides to spend its money for baubles instead 
of essentials, for shoddy goods instead of genuine articles, for things 
that are ngly instead for things that are Ifbeautiful, ’such tilings 
will be produced. Cqn8umer’s^picc,.jwhether.it^is'„\visq.,prTo61ish, 
g uide s the operations of our industrialsystem. It is like closing an 
^ble'ctrio circuit and thereby turning on a current .that sets the wheels 
^of^ the 'productive- mecbanism''’intp^otion.”* , The rationale of al\ 
economic activity is the satisfaction w the consumer’s wants: 

14. Limitations on Consuirier’s Sovereignty. But the con. 

Burner is .not Bo despotic a monarch as he is supposed to be. At best 
his case -may be of one of. constitutional or limited monarchy. A 
constitutional monarch reigns hut does not rule. On further reflec- 
tion we shall find that there, are some serious limitations on the 
authority of our sovereign, the consumer. 

■ (a) The most important 'check on his authority arises from the 

size of his incomfi, the length of his ..purse. ; The things do hot move 
according to his command unless he uses the money whip. Without 
that whip in his hand, be may cry hoarse, nobody would listen to 
him. The consumer wants pure ghee hut he has to rest content 
with Ualda for lack of means to pay. The real wants’ of the consumers 

• go unsatisfied .under the present economic system and only those 
can be satisified which are expressed in, money and become effective. 

Further the’ individual consumer goes to the wall. It is only 
the combined demandjwhiakhLirccts. « , - 

{b) The .satisfaction of the consumer depends on the goods 
actually available.in„the..ji>arket. He may want a slightly, different 
thing but , cannot help: He may cry for the moon, he will not got it. 
There are physical limitations too. ' Actual production depends 

t. Kiokhofer, W. H. — lilconoiniq ' Principlop, Problems nnd.PoHciea, 

10.10, p. 052. ■ ' 
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upon <■ tcphnical knowledge at the moment, and dcrelopment' of 
tecimique may lag behind ' consndjcr’s ‘ desires. We ndisdes^ 

trams but wo'must: wait; till the techmque ’develops.' Consumer’s 
preferences are generally^ ahead of \rliat“l 3 Callable at the moment. 

’ (c' High pressure salesmanship and persistent advertwemont 
multiplj th^^al desires of the consumers.^ Th,e business propaganda 
machihdy is directed to mould and ‘ to cdnlrol cOnsamera’ tastes. 
No consumer can resist its subtle effects. He is thus induced to buy 
something .different from .what he would hare purchased otherwise. 
Our soyereign, the consumer, is impotent and helpless and is, led by 
the^nose, as it were. That business man succeeds who does not 
merely, ^tisfy the felt wants of the consumers but who is able to 
coptrpl , 5 .nd direct the consutper’s tastes i towards his particular 
brand, Huge, amounts are spent _on advertisement, in every 
cormtry, -A mere glance at a newspaper, or a magazine, is enongh 
to show what importancp is attached to advertisement. Wherever 
the consumer goes end in wluohevot direction he looks, some adver- 
tisement faces him. At ever 3 ' strategic corner on the road sides, on 
the railwaj- platforms, on the trunks of trees and telegraph poles, on 
the houses and the trams, he finds large and attractive advertise- 
ments, all intended to catch his eye. These advertisements are for 
this king so many fifth column elements all calculated to make his 
sovereignty a mere negation. Ear from controlling the producer, 
he is controlled by the producer. According to Ely, “ expenses in 
the United States for national advertising alone are estimated to 
average nearly 10 dollars for every man, woman and child. The 
cost of advertising in each issue 'of- the Saturday Evening Post ‘h 
nearly a million dollars’ ’’k Here is another estimate. “ In the 
United States alone about half a million persons are normally 
employed in advertising and that nation’s annual advertising bill 
runs from 1^ to 2 billion dollars.”- These amounts are' not being 
spent to please the consumer but to enrich the producer. Every 
rupee spent on advertisement and salemanship is a nail in the coffin 
of the consumer’s sovereignty. We^do not agree with Benham when 
he says that a monarch may- be advised and. cajoled, as to some 
of, his activities, even by his slaves, but he remains a monarch 
nonetheless. This is a nominal sovereignty, a very poor specimen 
of monarchy indeed. , , 

Here is an evidence of the consumer’s helplessness. “ No doubt 
the pubhc is spendmg a tremendous amount yearly — and it ‘ conies 
from those uho can least afford it — for sun laiMS that are both a 
fire and health hazard, lor toasters tKoUWeffafe mot touch once they 
are heated up, for automatic irons that hum and destroy fine rayon 
goods when set for the lowest temperature, for curUng irons, vibrators, 
massagera which are so poorly insulated that only a person totally 
Ignorant to the potential shock of 110-120 volt supply would dare u=e 
such an appliance.” This is true of every other line of production.^ 

1. Wy— Outlines of Economics, la,ao, p 145! ~~ 

2 KioUiofer, op czt p flij 

Mooro and Othora. — Modern Economics. 
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(d) ThgjnoiiQpolists.too exercise control over the consumer. In 
modern times in every country there is a tendency towards combi- 
lation or cartellisation and a few firms or eoinpanies come’ to control 
iroduction. Tliey can easily dictate their terms to the consumers 
vho feel quite helpless. They have no say in the matter of price or 
'ahge of production. 

(e) Then there is the government contrrf_ about which we have 
low become all very well acquaint ed. Even in normal times the 
government either prohibits or restricts the consumption of certain 
irtlcles, e.g., intoxicants which the society disapproves. By taxing 
bhe rich and subSicTizmg the services for the poor, the government 
3an exert influence on the trends of production. Besides, the 
government itself is the biggest consumer and is in a position to 
set the pace in the matter ^ of price and the quality of goods 
produced. 

(/) CQnsumen?SrOwn;ha^bits„bind him and he is reluctant to 
make any departure from his set scales of consumption. The 
freedom to choose, therefore, is not exercised. It is all theoretical. 

(j 7 ) Enviroi mmnts and convention s, of society, also exercise a 
restraining influence dn'lhe consumer’s "choice. Therefore, the 
unrestricted freedom of the consumer and ^^his -authority to direct 
production is a mere myth. 

(h) The consuniers are generally ignorant and do not know 
what is best for them. Their blind clibice’Hbes not always accord 
with their self-interest. ‘ ' Lack of knowledge, therefore, is another 
hindrance in the way of exercise of the consumer’s sovereignty. If 
the consumer is a giant he is surely a blind and sluggish giant. 

. (i) Production of stan da rdised goods, irrespective of the indivi- 
dual tastes, is a conclusive proof that modern economic system paj'^s 
scant courtesy to what the individual consumers would like to have. 
The consumers are bulked together and treated en masse, not a king 
hut a herd of .sheep. 

It is really very difficult to convince a poor villager or a factory 
hand that he is the sovereign of all he surveys and that factories 
are working, trains and ships are moving and the business . men 
sittings at their shops or running to and fro iu the market are all to 
serve him and satisfy him rather than lining their own' purses. It 
is so unreal.' 

The fact is that neither consumers nor producers alone control 
the other. Ibis a case of interdependence. Economic prosperity of 
a country lies in a proper balance between consumption and produc- 
tion. In the words of Ely, " Progress is dependent on alert 
and responsive consumers as_wpll as oil prudent 'and efficient" pro- 
ducers. Sluggish consumers, sluggish producers.” 

15. Conclusion. Let us now summarise our conclusions as - 
regards the forces behind Demand which we have studied in the 
department of Consumption. The central problem of Economics is 
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the deterniiwation of values of goods (and services) that are mutual- 
ly exchanged. Value is the result of the interaction of supply and 
demand, and is expressed as price in terms of money. We have^ so 
far been considering demand. Demand arises because goods yield 
utility to consumers and scarce goods have to bo purchased by 
money offers. As the marginal utility of goods falls •with the in- 
crease in the quantities consumed, the consumers offer lower and 
lower prices for additional quantities offered for sale. For indivi- 
dual consumers, however, prices are already determined. They, 
therefore, purchase as much quantity of each good as equates their * 
marginal utility for money to the price of the good. The marginal 
utility of money is higher for poor people than for rich peoples. But 
all people distribute their total money incomes on various heads of 
expenditure with a view to maximising their total utility. This is 
achieved when the marginal utility derived from each head of ex- 
penditure is the same. In this -way demand for various commodi- 
ties is created which can be expressed in the form of a demand 
Schedule. The total of individual demand schedules determines the 
market demand schedule. We can, therefore, conceive, at any par- 
ticular time, a large number of consumers willing to purchase goods 
of varying quantities at varying prices. They are willing to pur- 
cha.se more at a lower price than at a higher price. A competi- 
tion then ensues among the consumers bidding for commodities. 
These represent the forces on the side of demand. Demand can rise 
and fjll with changes in tastes, habits and real incomes of the people. 
But, at any particular moment, such factors may be assumed as 
< onstant. This pull exercised by the consumers is only half the 
story. The other half comes from the side of the suppliers or ulti- 
mate producers. We, therefore, pass on to the discussion of the 
orces determining supply. This brings us to the Depaitment of 
Broduction, 



CHAPTER VI 

DEMAND 


1, Demand. Wc have alreadj' seen that demand is different 
from desire or need. A sickly child needs a tonic and a pson 
lesires to ' have a radio roceivinR set. But such needs and de^’ires 
do not constitute demand. When, however, the person dasiring 
is willing'and able to pay or is prepared to make a sacrifice and has 
die means to do so, the desire is changed into demand. Sometimes 
iemand is said to bo ‘ the expression of a want on the part of a 
person who is in a position to offer something to get what ho wants,’ 
But this is not a correct view. I may he willing to offer some- 
thing for Koh-i-Noor^. It is nit demand in the economic sense. 
That 'something’ must be sufficient or reasonable. In the words of 
Chapman, ' Demands are the quantitative expressions of preferences’. 

Demand is always at a price. ' The demand for anything at a 
giifen price is the amount of it which will be bought per unit of time 
it that pricc.’^ In other words, it simply means how much a person 
svill be willing to buy of a commodity at a certain price. At another 
price he will of course buy a different quantity, more at a lower price 
ind less at a higher price. Demand cannot be understood in an 
ibsolute sense. It is wrong to say that A's demand for milk is 
5 seers a day, unless the rate is mentioned or implied. His demand 
is not rigidly fixed at 5 seers daily for all times. It will vary with 
the variations in the price. Ti speak of demand without reference 
to price is meaningless. Also, the demand is always per unit of time, 
per day, per week, per month or per year. 

2. Demand Schedule. A list of the quantities purchased or 
demanded at varying prices is called a Demand Schedule. The 
following is the Demand Schedule of an individual A for apples ; — 

Quantity demanded 


Price per Dozen, 
Ks. 

7 

6 

0 

4 

.3 

2 

1 


in dozens. 
1 
2 

3 

4 ' 
' 6 

8 

10 


The Demand Schedule for the whole market is arrived at by 
adding the quantities demanded by all the prospective purchasers 
at varying prices. Suppose, a market consists of only five buyers 
( with sellers) called A, B, C, D, and E. Suppose th'^ir Demand 

1. I’his point is disenssed in Otiaponan’s Outlines of Political iSconomy 
1920. p. 23, 

2. Benhatn— Economics, 1943,,p, 36, ' 
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Schedules for apples are as given below :• 
Price per dozen. Quantity 


Rs. A 


4 4 

3 G 

2 8 

I 10 


B C 


3 

0 

4 

1 

5 

31 

51 

4' 

7 

5 

8 

6 

n 

8 


demanded in 


B 

0 

0 

i 

i 

3 

4 


E 

0 

0 

0 


4 


dozens by 

Total 

4 

7 

12 

ir> 

23 

29 

38 


It will be seen that different individuals hare different demand 
schedule.'., depending upon their marg'.nol utilities for money and 
their marginal utilities for apples. The last column gives the tota 
demand for the market as a whole. The first and the last columns, 
put together, will constitute the demand schedule of the market 
under the conditions assumed by us. 


It is the market demand schedule which i- of greater practical 
utility. The government and the business men are only concerned^ 
with the market schedule. It is not so fluctuating add fickle as 
the individual schedule. 


It is, however, very easy to draw an imaginarj' schedule like 
the above, but it is a problem to prepare the actual demand sobedule 
of a person and to prepare one for the market is a sheer impossi- 
bility. It is not always easy for persons to be able to say how 
much they would buy at different prices. They have never pro- 
bably thought of that and cannot be expected to have dofinito and 
crystallized ideas in this respect. At best it will bo mere guess wcrk 
and not something to go upon in a scientific analysis. So many 
influences like changes in taste, fashion, climate, state of trade, etc. 
may intervene to upset their calculations. It is not something 
absolute -as the utility of different commodities are interdependent. 
JEvery person will have different schedule and oven the same person 
will have a different one under different set of circumstances. 

3. Utility of Demand Schedule. But this is not to say that 
the demand schedule, as it is, serves no purpose. Rough and ready 
as it is, it has great practical utility. We may not be able to givn 
complete list of quantities wo shall buy at diSerent prices from no 
price to infinity (it will be nothing but a mental gymnastics if we 
could), but we have all got more or less definite ideas as to how we 
shall react if the price went up a bit or came down a bit. Within 
certain limits of the prevailing price we can always make a good 
guess as to how much we shall buy if the price changed and that is 
aU what matters. It is useless, for eaample, to think how much I shall 
buy if the milk is sold at one pice per seer or Es. 5 per seer. These 
queries perhaps concern a world d^erent from ours. Considered id 
this light, the demand schedule assumes a great importance. The 
Minister of Finance has to estimate to what extent 11411 the people 
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curtail their 'purchases in case the impositiou of a tax raised the 
price of a- commodity. The preparation of the budget would be 
impossible "without such calculations. The< monopolist, too, in search 
for the maximum monopoly net revenue, win have to consider 
consumers’ -reactions to the variations in price. ■ Practical utility of 
the demand .schedule cannot, therefore, be denied. 

* 4. The Demand Curve. A' demhnd Schedule can be expressed 
in the form of a curve called the Demand Curve. The market ‘ de- 
mand curve of apples is given below : — ' ' 

Quantities (in dozens} demanded are measured along ' OX and 
prices [in rupees] along OY. If .perpendiculars are drawn from 
points indicating quanti- > ■ ‘ > 

ties on tOX and corres- T 
ponding prices on OYj >- ’ ■> < 

the . meeting , points of i- 

these perpendiculars wiil • ''■v ' 

he on a curve. This ia s ' < 

the Demand Curve for \ - ^ 

apples under the -condi- ^ i , > "" 

tions represented by the ^ . 

Demand Schedule. It ^ e ' 1 

wdl be seen that the ‘ 

curve slopes from left to > ■ '' "m 

right .{like the utility qI — ■ y 

manded j increases, and,- , ; ' • . i ' 

conversely, as price rises quantity demanded decreases. 

,5. Why Docs Demand Curve Slope Downwards ? -Generally 
the demand curve slopes downwards. It is in. accordance^ ■with the 
law of Diminishing Utility. . The purchases of most of us are 
governed by this law. We are induced to buy more when the price 
falls. When the price falls, new purchasers, who could not buy 
before, enter- the market; old , purchasers will 'probably increase 
their purchases. The prices ate measured along Y axis and quan» 
titles alons X axis. Only in a curve of this ' slope shall wo find 
shorter price, lines cutting longer pieces in the quantity axis. If 
the law of 'dimini -jhin^ utility is true,, and it is "generally true, , the 
•curve “muai' slope 'downward, for only then the phenomenon of in- 
creasing demand with falling prices can be represented. 

But let .us go a bit deeper and try to find out why the dem&nd in- 
creases ivjf&n'the price falls, other things being equal, or why the demand 
schedule is what it is,' or why the demand curve slopes downwards. 
Benharn has answered this question in this manner.^ Having , a 
litoited'amourit of money at his disposal every , consumer , wants to 
gctthe'maximiim satisficatiou' therefromi Knowing his oira, scales 
oLproferenees he will, according to the Daw bf .Substitution and 
Equimarginal Returns, so arrange his expenditure that he gets 
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equal marginal -utility from the last anna that he sponda ia-different 
way?. He -will keep to the arrangement if the prices > remain the 
same. But if the price of a cortain commodity included 4n his 
assortment of goods and services fall, then, he must -maW’a edpes- 
pondiag alteration in bis expenditure. By the fall' in prico’'' diver- 
gence baa been created between tbe'marginal utility and’^irioe ’abd 
this must be rectified. Thi'' can be. done by ;bnying. mote df the 
commodity thus bringing its marginal utility ,to the level ■ of the 
price. That is why people buy more when the prices fall.,, o 

But there are exceptions too, t.c., when thedemaiid curve 'instead 
of sloping doivn-wards -will ascend. 'i Sometimes people will buy more 
when the prices rise. In that case the demand curve will slope up- 
ward. Such occasions are very rate hut we can imagine some. 
Benham has mentioned four cases^ : — (1) In case a serions shortage 
is ovpsoied, people may be in a panic and buy more even though the 
price is rising, because they expect the price to go still higher. (2) When 
the use of .a commodity confers distinction, then the wealthy people 
will buy more when the prices rises to he included amdng the few dis- 
tinuuished personages. (3) Just in sheer ignorance 'sometimes 
people buy more at higher price. (4) If the price of a necessary 
of life goes up, the consumer has to readjust his whole Expenditure. 
He may cut down his expenses on other' food 'articles, ' and in 
order to make up, more may have' to be spent on this particular 
food, more of Which -will, therefore, bo purchased in spite of high price. 

6. , The Lav; of Demand, We are now in a’ position to for- 
mulate the Law of Demand which simply expresses the relation be- 
tween quantity demanded and the price.’' ' It aays that demand 
varies inversely v>ith price, nol necessarily proporlionakly. ^ ‘‘Amount 
sold is the function of the price of the good.” ‘If the price' falls, 
demand will increase and wee -versa. It' can also, he stated thus ; 
“A rise in the price of a commodity or service* is folldived hy a' reduc- 
tion in demand, and a fall in price is followed by an increase in de- 
rnand, if cmditions of demand remain constant.'^ Or "at any given 
time, the demand Tor a commodity or service at ‘'tlic prevailing price 
IB greater than it would be at a higher price shd 'less than 'it would 
bo at a lower prioo.”*''- •’ ->' > -r , i»> • -* i< 

The qualifying phrases " at any given time”, or “ the conditions 
of demand ‘remaining ^constant” are' yery important because demand 
is subject to several influences which will - bo ^ discussed presently 
and the operation of any of those influences wiU cotmteracl; ^tho law. 

,. ^80 bemadded that mo proportionality ' in the change is 

implied. If the price falls hy 10 per cent, it does not follow that 

i j by 10 per, cent, _ We can only say 

thit the demand will increase when the price -falls hut not how 
. ^his will depdnd on- tho elasticity 'of demand which .we 
shall duseuss shortly. • - ' i . , 

: 1 --' !•, •'/> r > , , If , , , 

‘ ’ 1. ' Ibid, pp.i 47-48 >• ' - - . ‘ . >i " 

2. ThonMR, S. B. — Elomento of Economics, pp. S2-S3. 
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' 7- . Have the Consumers Definite Scales of Preferetlces ? From 
the Law of Substitution and the Law of Demand it appears that 
the coosumers Lave doBnite scales of preferences. This has been 
objected to. Benham examines some of these objections. (1) That 
the changes in the conditions of demand, e.?., season, taste, fashion, 
etc., upset the system of demand. But the demand sohedulo ia 
based on the assumption that these things do not change. If these 
things change, then wo^ can have ' a new schedule which will then 
represent the new scale of preferences. (2) That people do not 
buy exa'ctly the same thing over'and over again, e.g., order the same 
dinner.’ But our schedide can provide for sufficient' variety 
whenever necessary over a period of time. (3) That some part of 
our income is earmarked already 'by our decisions in the prast, 
e.g., hiring of a house. But even this, can bo changed after -some 
time fiind all income is not earmarked. The rest of the' income is 
enough to enable uS^to make the necessary adjustments. (4) That 
Tnrohases are not made by the , consumers themselves hut by 
housewives or by parents on behalf ’of ohildron. Our demalad 
schedule has nothing to do ^ with the motive or who buys 'and on 
behalf of whom. ' It is a fact that’ all expenditure is arranged, in 
confdrmity’with th'o Law of Equi-marginal Betums, whatever the 
motive or whosoever may ho tho agency. (5) That the 'consumers 
do not know^ their preferences. . But we have already, shown that 
they are fairly conscious of what they will do if the price move- 
ments remain within fair limits of the prevailing price ,and that is 
enough. There is thus not.much in these objections. Thd deiharid 
schedule is based on solid ' assumptions. We ,’Can safely c assume 
that the majority of the consumers act prudently, whether con- 
sciously or unconsciously, and thafc’nobody carelessly of deliberate- 
ly 'throws away his money,' Eve^body must try to ^,maximise,hia 
satisfaction from his limited resources. He must ' have, there- 
fore, definite; scales of preferences. When tho price fall^, it 
will pay him to buy mop 'and he .will do so, The demands curve 
will ordinarily slope downwards. ^ ^ ^ 

8. Systems 'of Demand. A commodity is ‘ never, wanted ’ by 
an individual as an isolated ' commodity. -It is wanted r as ipart 
of a system.' ^ A student [wants, a fountain pen. But; fountain' jpen 
alone does 'not fulfil all ‘..the the needs- of a student.;* , Hoj also 
wants paper, books, pencil, a,table, a chair, etc. .. All suchj things go 
to-form a system of demand.,^ demand things in groups , ^ 

The necessaries, comforts and luxuries’ '’that * a- consume? 
.ciijop all constitute one system of* demand.' .They arniriter-relatod 
and interdependent, 

' , ' 'An iridividu^l’s demand syitein'is ’detefromed by ’'Ids' ‘standard 
of living.' The’ Standard of Tivihg is hot an *^indmdhal 'ihing,^ ^It 
' depends on the clasb hf'tHo society to which the indiV'duarhelongsf ’if 
be belongs to apobr'clap^ his syfetem of demand will"^cbt»Sist ihoFfly 
‘of'the ne'cess'aries’of life! ‘ If^ hn tho 'other hand, heffielongs to 'thp 
class 'many * comforts' and Ihxuries' til^d will ’ figure In "hia 
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system of demand. It is standard of living wbioh governs the 
system of demand. , ^ 

Ut. ]‘'’>og itself is moulded by so many factors 

and of the individual, his education 

.and above all h.s income. Every change in income is followed by 

increases pe^ 

and of hfe decreases 

wealtrhe acnmvi exception. He may simply hoard the 

a reiatio^Sflf Demnna The La^7 of Demand expresses 
SaseLnd price. If the price rises demand 

with dempTid _ But the words increase or decrease used 

nsos respectively are not con- 
SSrofdernd '^^\r>rover ^ords should be Lte'sS a^d 
estensin-n oTi 1 • understand the difference between 

sr“fc.‘Er°‘’”‘‘'“" ““““““ “■> ■<»• 

Change btKricew£>, r!i''! the price has changed. It is the 

demand. The consumpr Sin would have been no change in 
hy price. ffisdemlTfi r, ® ^e is solely led 

ing curve and he aoes un and"!^^ ^ ^ correspond- 

!east deviation, as show^ in thelollowterdTagra^S 
rente fiLr^^caKf prcferracerTt 

further, hb d™„d « 

“KrtlrStteaSJ 

^u..»ddrtdo?™,s~ 

fixes If OTO demaSTi^re^g^^t «/ ifemond'. Here the consume 
Pnee. Ho plays the activeTart He of th^ 

requiremente and circumstaS'raS r domesti. 

as in the former capo .®®®' *^ther than be a servant of prio! 
the basic conditio^ 'of £and®^®d implies a cban|e ii 

now demand curve A man'f • new, schednle i 

• A mans mcome may have increased or hi' 
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’ family j'equirements may have increased, A now scale of preferences 
becomes necessary. In tWs case tboro will not be movement along ' 
the old curve, but along a new curve. The consumer ignores the 
price in this case. 

^ For example, if the price of milk falls from Gas. a seer to Sas. 

: a seer and our consumer begins buying 5 seers daily instead of 4 
seers, it is a case of extension ‘of demand. But if be is prepared 
; to buy 5 seers instead of 4 seers even though the price remains the 
same or continues to buy the same old quantity even if the price 
* rises, they are cases of increased demand or rise in demand, . In 
both of these oases he is prepared to spend more than before, whereas 
,, in case of extension there may be no increase in the total outlay, . 
for he buy’s more at reduced price. To sum up, extension of demand 
means more quantitt/ at hirer price and increase or rise in demand 
means either more quantity at the same price or same quantity at a higher 
..price, Simila^y while contraction of demand means smaller qiianlity 
at g higher price, decrease or fall in demand means either less quantity 
at (he egme price or the same quantity at the lower price,- They can 
’ be represented by diagrams as follows ' . r 

10, Curves Showing Increase and Decrease in Demand. TJie 
increase and decrease in the demand (for onions) are illustrated in 
the forru of curves below : — . . 

Along OX I 

measure quantities in Increase in Demand ' 

maunds and along OY 
prices in rupees per 
maund. Before the 
change in dfemand, at 
■five rupees per maund 
■ (PM) 20 -maunds of 
onions - '{OM) were 
demanded. Now. sup- 
pose that ^he same 
20, maunds are de- . 
mahded at a higher 
price of 6 J rupees per > 
maund (p"M') or at 
the same price, of 6 
, rupees (PM=p' m') 30 

maunds (OM'); are de . : Quantities (maunds), ' 

manded. Then points ' . , , > . 
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Ti" and «' are on a new demand curve (D'D') which will indicate 
Decrease in Deman I an increase te demand. 

Rote that DD is not 
necessarily parallel to 
' D'D'. 

The second figure 
illustrates decrease 

in demand. Before 
the change the 
demand at 5 rupees 
(MB) is 20 maunds a 
(OM). If after the 
change in demand at 
the same price of 5 
rupees (PM=j)' m') 10 

maunds (Om') is de- 
manded or at a lower 
Quantity (Maunds) price of 4 rupees (p"M) 

the same amount 20 maunds (=OM) is demanded, points p' and 
p" will be on a new demand curve D'D' illustrating a decrease in 
demand. 



When, therefore, we discuss changes in demand we mean that 
conditions of * Demand ’ have changed. Old demand schedule and 
the demand curve no longer serve the purpose and must be re- 
placed by new ones The consumer has overhaided his scales of pre- 
ferences. It is not merely a case of extension or contraction 
of demand but increase or decrease of demand. This is what we 
want te^diBcuss now. We want to study the changes in the very 
conditions of demand. 


11. Why Demand Changes. There are several factors which 
^rmg about changes in demand. There are so many outside in- 
fluences affecting the consumer’s scales of preferences and compel- 
bng him to recast his demand schedule. Erich Roll mentions three 
types of changes : (1) Autonomous changes for which there seems to be 
reason. Somehow, spontaneously the changes come 
f'iv i really say why sometimes men decrease the width 

01 their trousers; some increase it ; some decide to have double-breast 
coa a, en single breasted and again double-breasted. The ladies 
^iM unes tehe to sleeveless blouses and at other times full sleeves, 
-e are he dictetes of Dame Eashion issued as it suits her caprice. 

n '^“Accountable. (2) Depercussive changes, 

•mni- repercussions of certain other factors. Demand 

several r tcchnicjil progress has brought to our door 

have their ^ Commodity. Seasonal changes may also 

brfmcrhf induced changes. These changes are 

nublwitv ^ hypnotising influence of advertisement or 

The bvthe sweet persuasive salesmanship, 

to tatp ir, tJn ^ ^^PA“sion Board has been able to induce people 
so that almost every one today tabes tea. The entre* 
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preoears do not always produce to raoet an exioting demand, but it 
is now more common for them first to produce and then through 
propaganda create a demand for their goods. Not only the existing 
market is preserved but new markets are conquered. Now custo- 
mers are appealed to and convinced that the commodity in question 
will bo useful to them. 

Let us now briefly note the various causes which bring about 
changes in demand. 

(i) Changes in tastes and in fashions. Increasing habit of tea- 
drinking has decreased the demand of a largo number of families 
for milk. Changes in the mode of dioss mean a change in>thc de^ 
mand for the dress material. The fashion among ladies to keep 
Lair long or short brings about changes in demand for hair pins, 
hair nets, etc. ^ 

/ (ti) Climate or’ weather changes. It is obvious that demand must 
change with the season.' In winter there is a greater demand for 
warm clothing, a certain types of tonics and a greater demand for 
coal or fuel. In summer, there is a demand for electric fans and 
cooling drinks and ice. 

{Hi) Cftunges in population. If the gates of British Dominions 
and America are opened for Indians, wo can expect a large exodus. 
The Dominion which is flooded with these immigrants will find a 
new demand created. If Indians stick to their own mode of living 
in food and dress, demand for such things will be created. 

It is not merely the change in the size of the consuming popu- 
lation, but changes in the compoaiti in of the population, too, which 
will affect demand for certain commodities and services. In ^ 
country of increasing population like India, where hundreds of 
children are born daily in big cities, there will naturally be demand 
for toys, feeding bottles and nipples and perambulators. The 
togageraent and destruction of youth in war has brought about a 
reduction in the number of marriages and a decrease in the demand 
for wedding presents and other things used in marriages. A time 
will come when, in a country like Germany where destruction of 
young people has perhaps been the greatest, most of the men will 
bo old and demand for artifloial teeth, eye glasses, etc., will increase. 

(»a) Changes in f he amount of circulating meiia. Where there is 
f inflation, as it is in India now, the additional moriey will add to the 
purchasing power in the community and the prices will rise. But 
the rise of prices will not be uniform in the case of all goods. People 
will have to readjust their expenditure as has been the case all these 
years ; demand for certain things will be reduced and for others 
stimulated. Shortage of sugar increased demand for giir and 
ehakkar, and restrictions on the supply of electricity created a 
demand for kerosene lamps . 

(v) Changes in real income. Hero we have a phenomenon qmto 
opposite to the one mentioned above, viz,, of falling prices. A dis« 
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tinction is made between monej income, t.e., the amoimt of money 
whicb a man may earn, and real income whicb means the quantity 
of Boods and services which he can buy with that amount of money. 
In times of technical progress when fruits of research are placed at 
the disposal of industry, there is a large output of cheap prcmuots. 
The purchasing power of m'nej' increases or, as it may he said, real 
incomes increase. Less money will he needed to purchase the same 
quantity of goods and the saving so made will find outlets in the 
purchase of some other commodities. The demand schedules will 
have to be recast. If the prices fall to 50% of their former level, it 
is unlikely that we shall buy double the quantity of each ofAhe com- 
modities that we have been buying before, c gr., we cannot consume 
double the quantity of salt or wheat. On the other hand, those who 
have been living on maize or bajra may now change over to wheat. 
Better ‘stuff’ will replace the inferior one. Some goods may bp 
eliminated and entirely new goods purchased ; demand for some 
goods decreased and for others increased.' .In conformity with the 
Engel’s Law of Consumption, some redistribution of expenditure and 
alteration of scales of preferences may bo expected. 

(vi) Change in wealth distribution. If through the instrument of 
public finance, f.e., by taxing the rich and spending money on the 
poor, the Government effects a redistribution of wealth and transfers 
spending power, demand is bound to be affected, ihe goods demand- 
ed by beneficiaries will be in the greater demand and the goods 
which were formerly consumed by those whose purchasing power has 
been reduced, will suffer an eclipse. 

(vH) Goods with inler. connected value In case of substitutes, 
e.g., tea and coffee, an increase in the consumption for one will lead 
^to a decrease in the demand for the otlier. In the case of comple- 
ments, e.g., horse and carriage, increased demand of one will augment 
that for the other. 


In the case of joint supply, e.g , wheat and straw, the increased 
demand for one will lead to tlio cheapening of the other and may, 
therefore, stimulate its demand, too, after some time. 

TOien there is a case of yoint demand the increase in the demand 
for the ultimate object, i.e., the house, will increase the demand for 
everything needed in building a house. 

- of Composite Supply, eg., light obtained from 

electricity, ps or kerosene cheapening of any one of them will 
reduce the demand for others. 


In the case of composite demand, e.g., water required for drink- 
ing, washine, bathing, etc., any extension or contraction -of its uses 
will correspondingly change the demand. 

Hence the demand for a commodity does not depend only on 
Its own price but prices of other goods too. 

(mu) Conditions of trade. Demand for everything is greater in 
a .boom even though the prices are rising. On the other hand in 
time of depression there is general slackening of the demand. ’ 
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12. Elasticity of Demand. One of the very important con- 
cepts in Economics is that of Elasticity of Demand. We have studied 
the law of demand and we have sem that there is an inverse relation 
between demf^hd and price. If the price rises, demand contracts 
and vice versa. A change (rise or fall) in price leads generally to a 
change (contractioh or extijnsionj in demand. This attribute of de- 
mand by virtue of which it stretches or contracts under the pressure 
of a change m price is known as Elasticity of Demand. “The term 
elasticity expresses the degree of correlation between demand and 
price.” 

Tut the demand does not always respond to the changes in 
price in like proportion. A small change m price may lead to a 
great or marked change in demand. In that ease we shall say .that 
the demand is elastic or sensitive or responsive. If, on the other 
hand, even a big chahge in price is foUoweJ fay only a little change 
in demand, it is said to be a case of inelastic demand. Even if the 
price of salt varies widely wo continue to buy almost the same 
quantity ; the demand is inelastic. But if the price of wireless sets 
falls, many people, who em'd not afford before, may now be induced 
to buy, the demand will stretch or expand ; it is elastic. In the 
words of Marshall, “The elasticity [or responsiveness) of demand 
in a market is great or small according as the amount demcnxded increases 
much or Utile for a given fall in price, and diminishes much or Utile for 
a, given rise in price” 

13. Relation of Elasticity with The Law of Diminishing Utility. 

The^'cencept of elasticity of demand can be connected with the Law 
of Diminishing Utility. Margmai utility varies with supply. It falls 
when the supply is increased and rises when the supply contract's. 
But the fall of marginal utility does rot occur at a uniform rate in 
all commodities.. In certain cases like salt, we get soon fed up and 
the marginal uiiliby falls very rapidly. In such cases the demand 
is inelastic and no fall in jirice can induce us to buy more. In some 
other dases the -marginal utility .comes down very gradually, e.gr., 
some luxury articles like silken clothes. Any decrease in the price 
of such commodities is sure to stretch the demand. The demand is 
therefore elastic. In short, the demand is inelastic when the marginal 
^ilily falls rapidly and elastic when it falls slowly. 


14. Elasticity Varies With Price. Not only does the elasticity 
of demand vary with different articles, but it may also vary f-he case 
of the same commodity for different ranges of prices, ^n oth ^ 
W ords, the elast icity of denied JR Ticvi-.juniform over all the^iartslof 
the"deiiQand^cheduIo~Tlifc 3Ilavue fair l y elastic over a part and then be- 
come inelaRfaV.~nvA r t.ViP..-j cAwwi mnp part of Ah a-jl m n nnd-Schedule . 
the case of wheat. -If it is seliing atXhigh price, say B.s. 10 


Take 


per md,, a reduction in price up to Rs. 3 per md will increase the 
demand. Then the people will have bought as much as they i*es^ 
ond further lowering of the price will be ineffective in stimulating 
demand of most people...^ ' 
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15. Elasticity of Demand and Consumer’s Surplus. The 
nature of demand has also a bearing on the amount of consumer's 
surplus. ^ In the case of necessaries and conventional necessaries the 
demand is inelastic. Their prices in the market arc fairly low but the 
consumers are prepared to pay much more for them than they have 
actually to pay. The difference between what they are prepared to 
pay and what they actuallj' paj' represents consumer’s surplus. Wc 
find, therefore, that the comumcr's surplus is large where the demand 
IS inelastic and small where it is elastic. 


16. Wliat Determines Elasticity of Demand. It is not possi- 
Wo to classify goods according to the nature of tlieir demand and 
laj' down certain rules to determine whether demand is elastic or 
inelastic. But wc can only formulate some broad generalisation. 
Wo cannot bo dogmatic and say dcfipitcly tiiat the demand is clastic 
or inelastic. No classification of goods can bo an absolute-one. 

The question of elasticity, too, therefore is a relative one. It 
iB re ative to a person or place. For one -person or at one place the 
aomand may fie elastic and for another person and at another place 

lay dLn%he Sowing mC:- 

inelasti/'nl convention d necessaries the demand is 

the nrioe a '^4 commodities jvhatevor 

buy m fixed quantities irrespective of the price. A 

^rmodRierk’" “ to matter, so far as the demand for such 

a^Zr I • Salt is one such thing and wheat is 

suoh^thm^"^ country like India even the demand for 

Tut SZ / ^somewhat e astic. In 1923 the doubling of the salt 

L consumntiL wni^° immaterial for upper and middle classes but '■ 
SerLT^^n ' i T poor. When the 

Cnd willboelastk ^ Balt is comparatively scarce. th6 
absolute rule that riom 4 therefore, to lay down as an 

n,.„y iwrjf. ' 

J'lf'- IJ .tand, tpieMmfct 
artistic furniture ^will load to mnr refrigerators and 

whom ? CorSv not hv th.Zl 

are conventional necessaries people. For the-n these things 

chased one, wdf not hi ^ them and having pul 

demand, thereSe t not Tbeir 

applicable rule, because termn i* o^nuot lay down a gonorally 
terms. They are relative to a Zn necessaries are relative 

ySsfria, have S.V" SjSi' 

y curtail Its purchase and take to coffee and vice versa. 
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Changes in' : price will lead to, expansion or contraction in demand. 
But very fewJMngs.can serve as suitable - substitutes ; even coffee is 
, not; exactly^ like tea. ( Attempts have, been made in Italy, America 
and -Argentina to replace our jute but without, much success. 

It might be supposed that in the matter of toilet you have several 
alternatives.' You might use Pond, cream or 'Beauty cream’, Liste- 
, rind or;- Maclean .'tooth paste, Hamam soap or Prefect soap, Kiwi 
'polish OTCheiry Blossom and so on. But can you really use any of 
them ? . The manufacturer, does not want that his good should 
belong, to the elastic, demand category. /He would like to make it 
indispensable for you. Eor that purpose ho gives it a special label. 
,and by subtle and persistent propaganda, through aU the media of- 
advertisement, he will induce you to buy them. You become habi- 
ttfated .to .their use and you are not satished until you get that parti- 
cular brand. .Cherry Blossom does not satisfy you if' you have 
ysed Kiwi .nor - do the Gillette blades if you have been using 7’o 
Clock.- : By branding his product the manufacturer has insulated it 
from : its rival goods which could serve as substitutes and has built 
dp a' monopoly of an ordinary article. He has changed its demand 
from ‘elastic into inelastic by clever advertisement. Substitutes are, 
therefore, no substitutes. * Pot purposes of knowing whether the 
demand is elastic or ‘ inelastic, we should classify goods not as 
luxm-ies and necessaries but substitutes and non-substitutes. Then 
can definitely say whether it will be elastic or inelastic. - 

Demand for- goods having several it-ses. Demand for such 
goods is.' elastic. Coal is such a case; 'When cheap it will be' used for 
cooking, heatiiig and industrial purposes ; its demand will increase. 
But when , the .price goes up,. it will 'be put only to vety urgent uses 
md less will be purchased. The. demand will contract. ' : 

Demand for goods the use of which can be ’postponed- is elastic. 

;U8 during the war suspended our purchases in matters cap- 
>bIo of postponement, e.g., building a house, buying furniture or hav- 
hg ' a .number of warm suits. We go in for ^uch things in a larger, 
neasurp, when they are cheap. Their demand is elastic. 

; ' , (ri) Elasticity also depends on the levtl of prices. If a thing, 
say diamonds) is either very expensive or like wheat very cheap, the 
lemand , 'will be inelastic. In the latter case all those people from 
fhom the demand for diamonds comes will cease buying. “ They are 
mrehased as a mark of distinction. When, therefore, -they become 
ilteap, they will lose their attractiveness. 'In the words of Marshall, 
‘Elasticity of demand is great for high-, prices, and great ' or at least 
(^'f’^siderahle for medium- prices, but it declinea as the price falls, and 
^adually fades away if the fall goes so for that satiety level is reached”?- 
. (yii) .The. saine commodity may have inelastic,' demand for 
iertam uses, e.g., wheat for human food,. and elastic for certain other 
mrpqses. e.gi., wheat ' used for feeding" the cattle. ; , , ■ 

The above discussion confirms us in the view that it is not possi- 
Lgj qlay down an y hard and fast rule as to which comniodity has 
■ b •: Marshall— Principles of Econoipios; ' J 93C-, p, '103. • '• ~ - 77 ” '• ~ 
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nn elastic demand and tvhich inelastic. It all depends on the cir- 
cumstances of the case and each must he evatnined on its oivn 
meiits. When i\e want to know whether the demand is clastic or 
inelastic, we must decide the class of people with reference to whom 
we wish to ascertain the fact. 

17. Measurement of Elasticity. For practical purposes it is 
nob enough to knovs' Trhethcr the demand is elastic or inelastic. It 
is more useful to find out to what extent it is bo. For that purpose 
it is essential to measure elasticity. 

Two methods have been suggested for the measurement of 
elasticitj- — 

Firtit Me'hod : — To comprre the tital outlay before and after 
the variations m price. Elasticity of demand is expressed in three 
waj's : (1) Unity , (i) Greater than unity, and (3) Less than unity. 
It is unity, when, even though the price has changed, the total 
amount spent remains the same. 

Elasticitj- is said to be greater than unity, between two prices, 
when with the fall in price the total amount spent increases or the 
total amount spent decreases as the price rises. 

Elasticity between two prices is considered to bo less than unity 
when the total amount spent increases with the rise in price and de- 
creases with a fall in price. It is well to remember that elasticity 
IS measured as between prices. 

It will be clear from the following schedule ; — 


Price of pencils 
per dozen 


Quantity demanded Total outlay 


(1) Re. 

(2) 

(3) 

(U 

(5) 

( 6 ) 


1/8/- 3 dozen Rs 4/8/- 

1/4/- 4 „ ., 5/./ 

V-/- 5 „ „ 5/-/- 

-/12- 6 4/8/- 

-/lO/- 7 „ „ 4/6/- 

-/§/' 8 „ • „ 4/-/- 

As between (1) and (2) the elasticity is greater than unity, 
because the total amoi^nt spent decreases when the price rises and 
increases when the price falls. As between (2) and (3) it is unity as 
the total amount spent remains the same. Between (4) and (6) 
the elasticity is less than unity because the total amount spent 
increases when the price rises and decreases with a fall in price. 

Second Method : — In this method we compare the percentage 
change in price with the percentage change in demand. Suppose 
the price rises by 50%,^ If the demand decreases by 60%, elasti- 
city is unity, if it decreases by more than 50% it is greater than 
unity , if it decreases by less than 50% it is less than unity. The 
formula is : — 


Elasticity; 


% change in demand 


% change m pace 
-^Tlio measurement of elasticity is verj- important for the busi- 
ness man and the Snance department of the government, because 
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.they are iiitercstfid in finding out Low much total amount will bo 
rspent by the people' oh a ' particular commodity. On the basis of 
this information, the' business man will fix the price and the govern- 
aent'the scale of. the'tax.' ' ’ 


18. Diagrammatical Illustrations of Elasticity of 

The following diagrams illustrate the various degrees of 
BD' Is^the demand 
euiye in every case. ' 

-Eidsticity equal to 
aerbahd* infinity 'can 
, he theoretically con- 
ceived only." In the 
.'former DD' is parallel 
toIOY, in the latter to 
.OX. , The smaller the 
elasticity the nearer 


Demand. 

elasticity. 



X 0 


X 0 X 
Infinity 


, Less then tiorethen 
'■ unity unity 

the position of the curve to that under .zero, and the greater is elas- 
ticity the nearer the position of the curve to that under infinity. , 

, In the above examples, for the sake 
of simplicity, we have taken demand 
curves as straight lines. When they aro 
not straight lines but are curves showing 
different slopes, at, different points, the 
elasticity of demand at any particular 
point is indicated by -the, slope of the 
tangent to the curve at that point. This 

is shown in the figure. ' ; 

' - Thus demand curve is- more elastic ■ 0 ■ ‘ ^ 

at point T' than at point T.- Oemanded 

Benliam gives the following diagram showing at a glance the 
elasticity of demand; , , ’ ■- 


5 



OP v is the demand 
curve, i The total money 
spent is measured along 
OY and the quantity 
bought along OX. When 
the curve is', rising from 
left to right, t.e„ up to 
P', it is , greater , than 
unity. lyhon it is hori- , 
zohtal, ».e., P'P", it is 
unity and when it is fall- 
ing, t.el, P"P it is less 
than unity. 



T* Importance of the Concept of Elasticity of 

Uemand. This concept is of great practical importance in the sphere 
qt government finance as well as trade and. commerce. The minister 
sure of hia,. revenues, if ho taxes thosecommo- 
dities for which demand is inelastic. • ' The tax will no doubt raise 
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the price, but the demand being inelastic,, people must buy the com- 
modity, and the demand .mill not decrease. But, on humanitarian 
grounds, such taxes are generally avoided because such commodities 
being necessaries of life, their taxation is bound to affect public mel- 
fare. . „ . , 

In the same manner the business man, especially if he is a mono- 
polist and can fix bis own price, will h.-ive to consider the nature of 
demand. In case it is inelastic it trill pay him to charge a high 
price and sell a slightly smaller quantity.' If, on the other hand, 
the demand is elastic, ho will lower the price, stimulate demand and 
thus maximise his monopoly net revenue. • 

This concept finds application in the case of joint products also. 
The separate costs are not ascertainable. The producer will be guid-* 
cd mostly by demand and its nature while n.xing price. The trans- 
port authorities fix their rate.s according to this principle when we 
say, that they ‘charae. what the traffic will tiear’. When an industry 
is subject to increasing returns, the manufacturer lowers the price to 
develop the market so that he may be able to produce and take full 
advantage of the economics of largo scale production. IVe, therefore, 
sm the discussion of elasticity is not mcroiy of academic 
interest. ‘ 
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CHAPTEB.V11 

'PROiiiuctibN , . . 

with the disposal'ot garteme^^^fo^^^^ ' 
’we are c'ohcerned \vitli tl , ^.y^ge ■ lao^im RfO 

of floods.' 'Wo.wanttoB . .,},■■, i.W‘f.fi(!?is de- 


services. , , iv la 

cannot " create inatter. ,, , . , . , ■ .• , , 

•'itditJ:- ' ^ C,«innfificnllv correct definition. , In . Econottvos: 

■ ' EntJihis iB not ,. -^oro nfilitv but ’with scarce ^oods 

« WpVconcemed^'* Sly tat Wng unlimtel in. . tanlilj 
, Uv it. To. TrUw9 ■<• 


lUUiUU ^vwr’ 

V - ' T'rrioir ttlG cun' Of YOCU; 0U(1 ptOTUOtO 

andTpSiUl well-being of my trieuds, -a -thing of great artiUty, ,bu1. 

unless I make ifiny. profession, ;my activity will .not, Ppmc;nn^ 

Scti“n. ■ PMmUs.OimJorOhofi he-, ^ned, noJ ,«.s crahm 

'5 Sv,:i-« ite 'crealiorij^r addition o/.m!«c.., Mprp stmt y , speaking ,, 

. 1 should', define it nsifie cccation.of economic- goods and rpndermg 
of service's commanding a money, .value. We .really .do., .not .puxlisa 
utility' o\-'vaiitfM' i)rp^P?o .goods and , services Jmvw, valucon- .. 
exchange;' ‘Wejare nptjCQn'ccriicd.witlvthc tcoliAi.Ciue of - iiroduetioiv, ■ 

'hut ‘merely! vnth'iis.eopn^^ 7'* ■; 

.. .Considered in this .flonso,. production .epnsistsof, a Ippg .chain -of 
producers covering the following ihdu.striosi {l^.Exlfactivz Jndnstnf.^ 
.including miriingV fishing, farming, etc., mostly cpncorneu .with the 
production of raw" materials'. '(2) Manufacturing hidiislrfcs; turning, 
-.raw, "materi'ala. into ‘ finished . goods. ;.{3)'. Gowncrcial Scnncca dike 
'liuying and selling-' 'iranspprting, 'banking and 'imfurancp, etc.:.. fA ) , 
liirecl Services to, the consumers like, the servioes, of .domestic soiwants* 
doctors, lawyers’, teachers,' etc. 

-i ' .'fhe'nroducer creates mtilitylwivino 



92 


JIODERN ECOKOMC THEORY 


it is M anted ; and (c) Ttine Ulilil>>, t c., keeping it fcr a tmie w-Iicn it 
is needed. Robbins calls them Tune and Space Indices. Produc- 
tion, therefore, is not merely proflrieing fhinc’^. The thing is not 
considered ‘produced’ unless it reaches the hands of the consinnem ' 
In the words of Ely, “Things arc not fully produced until they arc in 

the form in -nhich’they are wanted, at the place at which they are 

wanted, and at the time when they .arc wanied." 

3. The Sodal Significance of the Volume of Production. 

It is of the utmost importance for a country that its prcduction 
should be conducted at the highest pilrh of ifnciency ho that the 
rolume of its prcduction is tlie Largest po^^sihlo. If agriculture is 
tarried on with the mo’^t primitive methods, if holdings are un- 
economic, irrigation facilities scanty and the man behind the plough 
illiterate and conserv.alive, the production of food articles and raw 
materials will touch a very low level. Similarly, in the industrial 
sphere, production will be much less than it can bo if the entre- 
preneurs are ignorant, timid and short-sigbled, if tho labour force 
is inefficient, if the machinery used is out-of date and if credit and 
transport facilities arc not available to tho extent required. In such , 
a country, as India is, the volume of prcduction will bo very small. 
In the Iasi resort the fictiulfird of Ihing of a 'peojdc must depend on 
the tolume of production in the country. 

True, a country may borrow from abroad or receive moneys in 
charity to tide over a period of stress and difficulty. But loans 
have to be repaid and charity is not a perennial stream. Ko sure 
foundation of standard of living c.nn bo built on the=:e extraneous or 
fortuitous resources. If the standard of living is to be raised 
permanentlj’’, the country’s volume of production must be increased. 
The Bombay Plan of economic development for India, tho avowed 
aim of which is to raise the standard of Indian masses, rightly eroplia- 
6i;es the necessity of increasing production. Tlicy propose to in- 
crease the output of industries 5C0%, agricultural production 130% 
and the value of services 200% in the course of fifteen years. Only 
then they hope to provide a balanced diet, 30 yards of cloth per 
head per annum and a reasonable housing accommodation in 
addition to ample educational and medical facilities. Increase in 
production must precede the raising of the standard of living. 

The volume of production in India is very small in relation to 
its teeming millions and tho standard of living is the lowest in the 
world. Poverty is writ large on the face of every Indian, poverty 
of which the world has no parallel. Hot much relief can be expected 
from emigration. The only remedy is to increase the volume of 
production, agricultural and industrial. The volume of produc- 
tion possesses for us the greatest social significance. 

4. Factors Determining the Volume of Production. In our 
efforts to increase the volume of production we' shall have to 
analyao the factors on which it depends. A study of these factors 
and a proper appreciation of their relative importance will put tts 
on the high road to increased production. 


to 
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(1) In thci first place, production in n country depends on men , 
toonov an^ljnoteriala. If our men are hardworking and rcsource- 
fuTTiT^pital is plenty and if our land turns out a rich variety of 
maUrials, a largo volume of prorluction is assured. Production in 
a country is limited by the quality and quantity of the factors oi 
production available in the country. Wo need Land, Labour, 
Capital and Organization of the right order nnd*in suilieienl quantities. 
These are the prerequipites of good jiroduction. 

(2) Production also depends on the devclojimcnt of technique 
and the applicatio n .of sci otico to agncultiirc and indu8tr\>. In the 
absence of aclcntific and technical knowledge not much can be 
achieved. It can be easily eccn that the JnduPtrinl Revolution 
which made use of the varimu invtntion.s and discoverks brought 
about a tremendous increase in the volume of production in the 
Weft. Whnt can a hand^wcaver nchk-ve in the face of u gigantic 
mill f 

(3) Production depends further on the divclopnif nt qfjjrcdit, 
banking and t ransport facilities . 'Ihe manufacturer ia seriously 
hordkapptd if 'TTicro*aTO no agencies to give him financial accom- 
tnedation. I'inancc greesca the wheels of itroducfivc inachinery, 
AIfo, there will not be much uti in prcducing golds unless they 
can he cheaply and quickly transporlcd to thor markets. 

(4) The ppUU(;nl,^fnctpr is also a very important one. If the 
slate takes a^sythpaliiilic view and ndivefN asbisls in production 
by jfTOviding intelligence, education and finnjicial and other aids, 
prodiKtion can bo aceeli rated. 'I he Russian Okpeviment k a suffi* 
cknt indication of what can be achieved in this way. 

(5) Pinally, tliero is the natural fac tor,.. Climate, soil, mountains 

and rivers are all nature’s 'J’hcir bearing on production can 

hardly bo oxaggoratod. Floods, earthquakes and other natural 
calamities undo man’s work. Wo must learn to harness nature’s 
forces for the service of man if production has to be increased and 
protected, " 

5. How to Moasurc tbo Volume of Production. We have 
seen that production is the soureo out of which the standard of 
living in the country can be maintained. Attempts have been 
made to measure the voluino of production to see whether a com- 
munity has adequate supply of goods and sorvioes at its disposal 
to satisfy its wants to a reasonable extent. The measure of pro- 
duction is tbo measure of the adequacy of the satisfaction of the 
wants of a people. 

There are two methods generally applied for the measurement 
of the volume of production: (1) Consus-of-production method, 
and (2) Confcus-of-'ncomo method. In both cases a unit of time is 
taken which is generally a year. During the year most of the 
crops have matured and have been harvested and monthly irregu- 
larit'es would cancel themselves out. Production of all types means 
a full course throughout the year. The incomes and profits, too, 
are estimated yearly. 
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According to the first method, production of all types of goo^ 
IB estimated. The production of food products and materials is 
estimated from agricultural statistics. In India Government 
hshes a blue book entitled “ Area and Yield of Principal Crops” 
which can help us in estimating the agricultural production of the 
country. But we want 'net’ production ; therefore we must make a 
deduction for carrying on agricultural operations, e. g.. amounts 
spent on seeds, maintenance of bullocks, repairs, renewals and re- 
placement of agricultural implements. Professors Wadia and Joshi 
while estimating the national income of India for the year 1913-14, 
deducted 20% from the total agricultural production on this account. 

As for mineral production, we can get the value of the various 
minerals produced in the country from the geological surveys pub- 
lished by the Geological Department. Here again a 20% deduc- 
tion may be made to find the net value of the minerals. We th«i 
come to industry. Government of India began publishing a few 
years before the war a booklet, ‘ Monthly Production of Certain 
Selected Industries in India’. But this is obviously inadequate to 
give us an estimate of the entire industrial production. In the 
western countries fuller statistics are available. Professors Wadia 
and Joshi estimated the total value of industrial production at 
20% of the value of raw materials. 

A precaution is necessary. We must avoid double counting, 
e.g,, the value of cotton must not again be included while estimating 
the value of cloth manufactured. 

In certain cases, e.g., bides and skins, we can form an estimate 
from the export figures on the assumption that a certain percent- 
age is exported yearly. We must also estimate the value of the 
livestock. The Government of India pmbhshes a quinquennial 
census of livestock with the help of which we can estimate the value 
of the livestock in order to know the total material wealth of the 
country. Here again to avoid double counting the value of their 
services to agriculture must be deducted The production of 
fisheries can be roughly estimated from the total number of fisher- 
men engaged in the industry at the rate of a few annas per head 
per day. 

Production does not consist merely of goods but abo of services. 
Therefore, on the basis of census figure.", we can estimate the 
earnings of the various professional men like doctors, lawyers, 
teachers, artisans, domestic servants, etc., at an average income. 
We cannot add together heterogeneous types of goods and services. 
Y’e can only take their money value. But to eliminate the effects 
(SF price fluctuations, we can estimate them with respect to a 
base year. 

The second method (census-of-income method) depends on 
intensive surveys conducted in representative villages and towns 
and using them as the basis. 
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It would seem from tho proceduro outlined above, that it is 
impossible to elimimxte elements of conjecture in such estimates. 
Mathematical precision is eim'ply out of tite question. Comparison 
between two distant years is further rendered diflicult by differ- 
'enoes in qualities of good.s, new designs and models or by the pro- 
duction entirely of new commodities and services. People’s require- 
ments may algo change with changes in tastes, in the sir.e and the 
composition of the population so that the same volmno of production 
may not mean the sarao satisfaction. Wo cannot therefore really 
say with any exactitude whether people’s wants are more fully 
satisfied say in 1948 as compared with 1938. 

But it cannot bo denied that a rough estimate can be made 
which can be used as a -working basis for practical purposes. It i.s 
always possible to say fairly accuratclj' whether the people are 
enjoying a better standard now than they did say 25 years back. 
Profe-ssors Bowloy and Robertson who conducted an inquiry into 
the statistical po.sition of India in 1933 submitted their report 
under the heading A Scheme for an Economic Census in India'. 
They confirmed the' view generally held that there is a statistical 
blackout in India, 

6. Pjroductive Capacity in Relation to Wants. The aim of pro- 
duction is to place at the disposal of the community goods and 
services of requisite quality and in .suflicient quantity to satisfy its 
multitudinous wanta. Has it succeeded in this aim ? Is the pro- 
ductive capacity of a country sufficient to meet the wants of its 
people ? Can a country produce enough to satisfy the desires of the 
people for the various types of goods and services 1 

There are people who would answer this {[uostion in the affir- 
mative. They hold that the productive machinery has only to be 
put in the proper gear and it will be able to turn out enough goods 
for everybody. Lot production bo keyed to the Iiigliest pitch of 
efficiency. This can be done by training every worker in the latest 
methods of production and by introducing the most modern machi- 
nery and processes. This war has demonstrated that targets un- 
imaginable before can be hit. America alone has been p.oducitig 
more than 6,000 planes every month. It is simple arithmetic that 
if this process is continued America alone can supply everybody 
with, an aeroplane. Ammunition and other war materials were 
coming out at a bowilderin i speed. Even the moat sceptical must 
have been convinced of the marvels of machinery. ' 

It is believed that when the huge productive power created to 
meet the requirements of global war is fully switched on to civilian 
production, consumer’s goods will pour out in evor-incrcasing stream 
so that the markets will be flooded and everybody will bo able to 
satisfy his' wants. What a fine dream 1 But it is said that it is hot 
» mere 'dream. 

-The world is fully familiar with the phenomenon of ovec- 
production. During the last world-wide economic depression in 
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Somebody ^vnfl necdcHl''lo bring ’them together and organise them 
for work. Honeo the emergence of tlio entrepeneur. 

8. Qassification of Factors of Production. Tiio factors of 
production have been clasatfied os Land, Labour, Capital .and Organ!,- 
salion or Enterprise. Land in Economics does not mean mere 
soil as in the ordinary specoh but the whole of animate and in- 
animate nature exolusivo of liuman beings. It is synonymous with 
all the natural resources available from air, water, from above the 
land surface and below it. 


Similarly, labour does not mean merely physical or manual 
exertion but all type of work done by man for a monetaiy reward. 
It is synonymous with man. 

By capital is meant the whole of the stock of wealth consisting 
machine tools, implements, raw materials, etc. which is used in the 
production of further wealth. ' 

Organization consists of bringing the above three factors 
together, assigning work to each. The entrepreneur, who Bui)plies 
this factor, designs, initiates and directs production and bears the 
risk. 


9. ^n the Factors be Reduced to Two ? Some economists 
reduce this classification from four to two. Land and Labour or 
Man- and . Nature on the ground that they are the only original or 
primaiy factore, that capital has no independent origin and is merely 
the outcome of the efforts of Land and Labour, while organisation is 
merely a form of labour But, whatever, the origin, capital as a 
distinct factor of production performs a very important function and 
occupies an important position. Similarly, the enterperneur’s worrh 
of a distinct type and ho is remunerated on a different basis 

entrepreneur plays today overshadows that 
played by other factors. The fourfold classification would tlZroforct 
today. conditions prevailing in the economic woild 

10. The Traditional Classification Criticised. This clnssifi/.n 
kinds oflaboiir and marked difFerenec. within land 

place of inacl)3nery,.^aiid vtcp nprQfr •vi.r. tlie 

abilitym^e'ible-tSlSS^b-^HS 

the snbstitution of his skillTbrthea^ f^iJi^!2^S-A':hich_.meaiis 
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IVTfirfinver. the separation of land from ca pital seems to have 
no logic behind it. To an individual land is capital as it assists in 
the production of furtber wealth. Land has been separated from 
capital because it is limited' in quantity, is a free gift of nature and 
is permanent. It minutely varies in quality and lacks mobility. It 
may be pointed out that some land js also man-made. Half the 
area of Netherlands amounting , bo 13,200 square miles has been 
recovered irom the sea. The Back-Bay Scheme in Bombay also 
made some addition, however small, to the land, surface of Bombay 
City. But it must be admitted that such' efforts are almost 
negligible and the. differences pointed out above are real, though in 
old countries most, of .the upper land surface may be considered 
‘ man-made ’ these differences, however,, for. the purposes of 
economic classification, have no real - meaning. Similarly, peouliari- 
ties of labour have been exaggerated. , This fourfold classification 
would have some meaning if it could be shown . that these cate- 
gories of the agents of production are subject to the operation of 
different laws of production or distribution. This, however, is not 
the case and the classification seems to have no scientific , reason 
behind it except that it is a convenient way of studying the* subject. 

Instead of there being four factors of production, it is now sug- 
gested that there are millions of factors, each acre is a factor of 
production and so is each worker. In the words of Benham any 
ingredient which “ goes into- the productive process "at any stage is a* 
factor of productiou”. .. He suggests, however, that for purposes of 
simplification all uniform -types of land may be put together and 
called one factor and , so all homogeneous labour. This would 
reduce, to some extent, the number of factors. But it . should 
still run into hundreds. • . 

■ . Although we must reject the traditional classification of 
factors on scientific grounds, yet in an elementary study it can 
be. retained with advantage to the student who will find the 
arrangement simpler and conducive to easier understanding'. It 
will do him no harm, as he has been told that fit carries no 
• economic significance. All these ‘factors of production ’ are scarce 
and are capable of alternative uses. The Law of Ghoioe applies 
to them as it applies to consumers’ goods which they produce. 
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CHAPTER VII 

AGENTS OF PRODUCTION- LAND 

Importance of Land as a Factor of Production. Land, as 
already defined, stand'* for natural resources. 

1. Meamng of Land. In the words of Marshall land means ‘the^ 
materials and tlic forces which nature gives freely for man’s aid, in 
land and water, in air and light and hoat.”L Nature not only gives 
usrliind surface but also mountains which provide us with forests and 
pastures, rivers providing fish, fertilising material and serving as a 
high-road of commerce ns well ns sources of electric energj', and seas 
and oceans — a perennial source of fish and connecting link between 
one continent and another. The bowels of the earth arc full of 
minerals so indispensable for the running of industrj'. Air, sunshine 
and heat are necessary for our crops, nay, for our very existence. 
The term land epitomises all this. 

In cverj' stage of economic evolution, nature has been the man’s 
most useful ally. In the hunting and the fishing stage, nature 
supplied food almost spontaneously and sustained human life. In 
the pastoral stage but for land surface and the pastures and meadows, 
herds of cattle and sheep could not be reared and kept. The 
util.ty of land is obvious in the agricultural stage for how else could 
man ^w his crops without soil, air and sunshine ? When agri- . 
cultural stage gives place to handicraft and the industrial stage, land 
is still essential. Every commodity that we use can directly or 
indirectly bo traced ultimately to land. Look in whatever direction 
we may, our debt to nature is immense and obvious. Our verj’ 
existence wovdd be impossible without it. In Marshall’s ^words, 

■ “ Eartlds surface is^ a primary condition of any tEm^ that a man can 
do, it^pvMTnnrropm fdrjiis a^pn-s.’’' - 

2. PecuEarities of Land. In contrast to other factors of 
jtroduction land presents certain well-marked pccidiarities, which 
have a direct bearing on some important ])roblems of Economics, 
c.g., of determination of economic rent and the theory* of population. 

^ (f) Land is a Xaiure’s Qifl. It is, however,, pointed out that 

man has reclaimod forest land and marshes through his own effort 
by expensive schemes of clearing and drainage, and that by ad- 
mixtmre of clay and manures ho has changed alkali land and deserts 
into fertile fields. ’Land is as much ‘man-made’ and a ‘produced’ 
factor as any other. Whatever may have been the position in the 
beginning, it is said, modem generation is not so much dispost d to 
regard land as a gift 'of nature. 

But man’s achievements in the making of land are insig- 
nificant as compared ith what nature has done for him. As for 
air, sunshine and location of a plot of land, man has done (nactically 

3. Mafahall— Principles o! Kconomics, l'J30, p, 133. 
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nothing and they are as much a part of nature aa the land surface 
itself. We sliaU, therefore, reiterate our debt to nature for this 

(ii) Lind is limited in quantity, ft cannot be increaaedi Man’s 
efforts in this direction, aa has already been mentioned, are negligi- 
ble and have not resulted in any appreciable increase in the land 
area. "It is said that land 1ms no supply price. It has no cost of 
production. Price of land prevailing in the maiket cannot affect 
its supply. Higher price cannot attract more of it and a low price 
cannot lead to its withdrawal ; Land is there .and there it 'ryill 
remain. There' is no difference between stock and supply in the case s , 
of land. That is why as population increases it comes to command 
a scarcity rent. _ t , _ ^ ^ 

''j{in) Landjs permanent. In spiite of the havoc wrought , by 
bombing inTihe war, land will resume its , productivity after a short 
and simple treatment. There pre inherent properties of the land 
which Ricardo called 'original and indestructible.’ 

iXif)) Land lacks mobility in the geographical sense. Although 
some vine.growing clay has been transported from France to Cali- 
fornia, yet land cannot be bodily transferred from one place to 
another, a fact which is responsible for disparity of rents in different 
places. , 


(v) Finally, land provides infinite variation ^degrees *of 
fertility^ and situation, so that n(5'''tw6" pieces of" land are exactly" 
alike. This peculiarity explains the concept of the margin of 
cultivation. t i ‘ t \ • 

3. ProductivityofXan^i and the Factors on Which it Depends. 

The value of land’s contribution to production depends on its pro- 
ductivity^Jiiobf in its turn, is determined by several factors. 

(ditral Factors, The most important sot of j factors on 
which the productivity ,of land depends are tlio natural, factors. 
Some parts of India, like the indo-Gangetic plain are very fertile, 
others are arid and barren, and then there are de-serts like Raj put- 
ana. They arc what nature made them. Distribution of rainfall is 
all nature’s part and man is helpless. Indian agriculture is said 
to be 'a gamble in th e rains.’ Some parts of tlie globe are hot and 
others cold. WhoToan man do 1 Thus the texture of the “soil, , 
climate, minerals, mountains and the river systems are , beyond 
human control. Productivity of land, therefore, is “ largely deter- 
mined natural factors. ' . 

\yiii) Human Factors. But productivity also depends on the human 
factor. Man has tried to make a conquest of nature. Forests 
have been cleared, marshes drained off and th rough irrigatio n 
feQiHtjoB...the„J}arre n lan ds Jhave. . been. . transformed. Jnto „..smiling 
gardens. Electricity has been generated from rivers, pent-up energy 
oPnafiire has been pressed into the service of man to make summer ^ 
cool and winter warm, and to turn night into day. This story of 
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man’s conquest of nature IS a fn-.dniCing storj’. Somewhere nature 
has been completely conquircd, at other plac>-s held at hay and at. 
rtill other places its inclemencies initieatbd and bounties enhanced. 
Iiinn trios to control nature and mould her into yielding the best of 
results. But scientific sjsUm of rotation, judicious selection 
and careful sowing of tbo «ec<l, deeper ploughing and 
heavv' manuring, the yield per aero has been immensely increased. 
You have simply to compare the yield jier acre in India and America 
and you will see what difference the apjilication of science to agricul- 
ture 'makes. If left alone, nature would Iiaro yielded a fraction 
of what it yields today, d his is due to the human factor aiding 
tho natural factor and controlling it where necessary. 

(til) The. Siluadoital Tac’or. Another important factor on 
which tho productivity of land depends is the situational factor, A 
plot of land even of comparetivcly poor quality situated near tho 
city is considered much more productive than one situated in a 
remote part. Situation makes all the difference. Accessibility to 
market enhances ccnsiderably the value attached to a piece of land 
for saving of transport cost makes sometime a lot of difference. 
Here again man can do much to minimise tho disadvantages of 
a bad situation by providing efficient and cheap tr.snsport facilities. 

4. Extensive and Intensive Cultivation. We hove seen that 
men’s efforts have been directed to wresting the mnviraum re- 
ward from niggardly nature. There are two methods of culti- 
vation adopted by man, (1) Extensive cultivation, (2) Intensive 
cultivation. 

In extensile culthation, man brings more and more land under 
the pTongh without making any appreciable increase cither nb his 
own effort or in tho capital that he applies to land,' Ho cultivates 
a plot of land and when its natural properties have been c\haustcd, 
he takes in .another and so on. Kow land is cultivated, and the old 
one is left fallow. Wo sec in India some fields of a farmer are left un- 
cultivated for a season so that tbej' may naturally recuperate their 
productive powers. In new countries where land is enough and to 
spare, man follow.s the extensive method of cultivation. His aiifr is 
to maximise the return for his effort and capital oven though it may 
involve a wasteful use of land. Under such conditions an individual 
farmer has at his disposal a large tract of land which produces 
enough for him. 3ut he does not bother about the proper treat- 
ment of land, because land is abundant and cheap. 

The other method is known as dho intensive method of cultiva.. 
tion. In tWs case^land is supposed to bo very much limited so that 
a farmer has duly-a small holding. Naturally he must make the most 
of it. He is prejiared to work hard on it himself and invest lot of 
capital. He must buy the best of implements and till tho land 
thoroughly and deep. ^ He must select his seed with a meticulous 
cate and sow them with proper spacing. His farm must have 
ample irrigation facilities To;;make up for tho loss of producteiv 
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powers the farmer must put in sufficient natural or, artificial manure. 
He must adopt a plan of systematic rotation. In short, his method 
1 must be scientific. Only then he can mike his small farm yield the 
most. "In this case there is increased ^plicatipn^ of labour and 
capital as distinguished from ^KeTifsE jnethocfVhere there is increas- 
ed'use'df land.i , 

’ 5. Does the Extensive Method Imply a Layge Farm and the 
Intensive Method a Small One ? Not necessarily. We generally do 
find that where land area is vast and farms are large, the farmer 
follows the extensive method of cultivation, and where land is 
relatively scarce he must cultivate the same plot of land more 
intensively. But this is not always so. In the Q. S. A. (£nd Canada 
there are very big farms but the farmers make them yield the 
most by adopting the latest scientific methods of cultivation which 
we have called the intensive method. In India, on the other hand, 
where the peasant is poor and ignorant, cultivation is being carried 
on by the most primitive methods which may be called the 
extensive method. Hence extensive methods and large farms, 
and intensive methods and small farms do not always go to- 
gether. 

6. Organisation of Farming. Productivity of land also depends, 
among other things, on the way in which it is organised. There 
^ are several systems of farming prevalent in the world and they «an 
be broadly classified as under : — 

(i) Peasant Proprietor System. • In this system the owner of the 
land is also the cultivator. This system jirovailed in Russia before 
the Red Revolution and even now prevails in Prussia and France. 
It prevails in East Punjab. ^ 

Several advantages are claimed for this system. * The farmer, 
being the owner, does his'best to develop and improve his land2--Ho 
. is sure that Jhe will reap whore he has sown, t The care and affection 
and assiduity that is devoted to ' land ' is almost proverbial. As 
Arthur Young says, “ Giwo^g^an a secur e tenure of a ,cock.^nd Jhe 
, wxU turn Jt intoji garden', ^iye,fiim> nine ypar?., lease. pf„^a garden 

“ iifie magic of property turns 
saSdTnte^'gffia,”, Productivity per acre will’ be very high and 
nothing will be done to damage the land and everything will be 
done to conserve its energies and improve its value. The farmer 
f works ungrudgingly and unsparingly. 

political advantages, too, are claimed for this system. 
;tt prpdnces hardworking, , selLrespecting ^and law-abiding citizens. 
Ttoyjre considered >he backbone of society, and at the time of war 
theyareTfEe most fertile recruiting grounds. Having a- stake in 
the country, they make for social and political stability. The son 
follows the father’s occupation and enjoys all the benefits of inherit- 
ed skill and family prestigi and traditions. ' 

But the system is not, free from defects. The lioldings are 
generally small and there is a tendency for further subdivision and 
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fragmentation of holdings, A small farm „dOes not provide a full j 
Boopo for tho organising ability of an enterprising farming, nor any 
scope for scientific rotation of crops and' for the use of modern 
machinery. The capital at the disposal of tho farmbr is very 
meagre., ' As a matter of fact, the dead weight of debt presses him 
down. /He is born in debt, lives under debt and dies in debt passing 
the debt on to those who follow him./> Progressive agriculture ' and 
making an enlightened use of the -land is not , possible - under, such 
conditions. - 


, Socially and politicallj-, too, the sj’stem' is ' defective. ' The 
peasant’s frugality borders on parsimonj’ and we have an under- 
nourished population, ignorant, superstitious and conservative, who 
do not keep an open mind but resist the flow of all modern ideas. 
Such people act as a drag on iiolitical progress for they, dread all 
cliango.' ■ 

The greatest obstacle in the path of Indian agriculture is , this 
system. Tho abler farmers cannot acquire more land, R strictions 
on transfer of laud make for divorce between the ownership of land 
and ownership of capital. Capital cannot flow towards land under 
this system. In the absence of anj’ co-operative action, the farmer 
is sorfoush’ handicapped in marketing his produce. Wo would seriously 
hesitate' in recommending this 'system for hd&iition or extension 
elsewhere. • ’ . . . • ■ ' 


(if) Tho. ' Landlord and Tenant System or Zamindari System. .As it 
prevails in England the landlord besides giving his land, isrovides 
Jarm house and fi.vcd stoclc, builds roads' and drains and' makes 
other permanent improvements, and the tenaut’provides stook'and 
■running expcnse.s. 'I'he tenant-farmer is a sorb of entrepreneur. He 
bin's seed, hires labour, carries on all the agricultural operations, 
meeting all the expenses and .appropriates all the profits after 
.paying a fixed cash rent to the landlord. , This system prevails in 
.England. On tho whole it works- well. The tenant-farmer appre- - 
ciates the .value of the landlord’s equipment. But the. Indian 
zamindar is .simply a blood sucking pipe drawing rent collected 
through heartless agents.. The .landlord. lives in the city loading. a 
luxurious , life taking .little interest in land., ■ “ Next -to war, ‘ 
pestilence and famine,”, says Carver, "the worst .thing that • can 
happen to ,'a rural community is altsentee landlordism.’,’ This has 
certainly fallen to the lot of pur Turar community. -i, 


(in) The Metayer or the Balai Sysieni. It-piovails’m Southerii 
Europe and also in some Southeiji American States. Tt is also very 
common in , East, Punjab .Adllages. The cultivator, ‘finding ■ his 
own land insufficient, takes . it ■ from another’ owner who himself 
cannot cultivate it. The produce is dividedrin agreed proportions 
generally 50-50. .This system has .the merit of adjusting tho rent 
according to fortunes of cultivation. <f the crops ffiil then the rent 
wmeh the tenant has to pay, is .automatically , adjusted, for he has 
to pay oifly a share of the actual produce. But the tenant cannot 
have the ‘heart to put in. more effort and capital when the owner 
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of 100 acres each and the commonest size_i8j50_acres. This e'cplains 
why Indian agriculture i^vefyTneEBcienC 

8. Law of Diminishini Returns. In the absence of the 1 i\v 
of dimunshing returns “ the science of political economy, ” says 
Cairnes, “ would be as completely revolutionised as if human nature 
itself were altered.” Such is the importance of the law of diminish- 
ing returns in economic theorj*. 

The Law of Diminishing Returns can be studied from two 
points of view : (1) as it applies to cultivation of land ; and (2) as it 
applies everywhere, *1.6.7 fcl-e law in its general form. 

It IS the practical experience of ever}' farmer that increased 
application of labour and capital to a piece of land does not yield 
proportionate return. If by doubling labour and capital be could 
double the yield of his land, it can be easily seen that only one acre 
of land could be made to produce as much wheat as could suffice for 
the entire population oi the world. That this cannot be dona is 
simply due to the fact that if he doubled his i nves tment in land, the 
vield "would no doubt increase but it would noTTTe double, i.e., the 
increase in the yield will be less than proportionate. As a farmer goes 
on 'applying successive ‘ doses’ of labour and capital to his farm, the 
extra yield that he obtains by the application of each successive 
dose goes on decreasing. Tne total output will increase but at a 
diminishing rate. It is just the law of diminishing utility applied 
to the cultivation of land. In the Jaw of diminishing utility, too, 
we find that the extra utility goes on deoreasiog as more and more 
units are consumed. 

9. Limitations to the Law of DIminisbiDg Returns, (i) Iin^ 
proved methods of cuUivahon. It is assumed that the conditions of 
cultivation are static and not dynamic as they actually are. There- 
fore we find that in actual practice man’s ingenuity is ever-striving 
to counteract the operation of this law by improving the technique 
of cultivation. Scientific rotation of crops, improved seeds, modern 
implements, artificial manures and better iirigarional facilities, 
etc., are bound to give increasing return. But science cannot keep 
face with the increasing demand for food on accoimt of increase 
in population. The niggardliness of nature must ultimately assert 
itself and the Law must operate sooner or later. 

(it) New Soil. Again, when a virgin soil is brought under cul- 
tivation the additional return for each successive dose of labour 
and capital may increase for a time and after a point the tendency 
to dimmishing returns will be visible. Prof. Marshall has stated 
the Lau in its final form thus : — 

‘‘ Altbeugh an improvement in the arts of agricultute may' raise 
the return which land .generally , affords to any given amount of 
Capital and labour, and although capital and labour already applied 
to any piece of land may have been so inadequate for the develop- 
ment of 'its full powers, that some further expenditure on it even 
with the existing arts of agriculture would give more than a 
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proportionate Tfeturn yet these conditions are rare in an old country 
aitd“€Scej)fc”' when they are present, the application of increased 
capital and labour to land will add a less than proportionate amount 
to the produce raised unless there be meanwhile an increase in the 
skill of the individual cultivator. Secondly, whatever may be the 
future developments of the arts of agriculture, a continued increase 
in the application of capital and labour to land must ultimately 
result in a diminution of extra produce which can he obtained by a 
given extra amount of capital and labour.”^ 


10. Tabular Representetion of 
Returns. Consider the following table 

Yidd in matmds of wheity from n 50 

the Law 

•acre farm. 

of Diml nishing 

1 

2 

3 

4 

No. of Workers Total Produce Marginal Produce 

* verage Produce 

1 

80 

80 

80 

2 

170 

90 

85 

3 

270 

100 

90 

4 

368 

98 

92 

5 

430 

70 

86 

6 

4S0 

50 

SO 

7 

504 

24 

72 

8 

504 

0 

63 

9 

495 

-9 

55 

10 

470 

-25 

47 


Fronnthis table it appears "that there are three different con- 
cepts of the Law of Diminishing Returns 

(1) Law of Total Dhnini^Timg Reiurns [Column No. 2). 'In this 
sense, the returns begin to diminish from the 9ih worker. Every 
successive worker, employed does make some addition to the output. 
But the 8th adds nothing and the 9th and 10th are a positive 
nuisance. As men cannot be had in begar (gratis) no prudent farmer 
will employ more than seven workers in the conditions represented 
by this table. ‘ 

(2) L-aw of Diminishing Marginal Returns (Column 3). The 
marginal returns go on increasing up to the 3rd worker. This is so 
because the proportion of workers to laud was insufficient and the land 
was not being thoroughly tilled. This phase of cultivation is un- 
stable and will not be found in practice. When the farmer knows 
he can get more than proportionate return by employing an extra 
hand, he will certainly do so. The marginal, i e., the additional 
return ,.goe3 on falling from the 3rd man onvards till it drops 
down tn zero at the 8th. The 9th and 10th men are merely a cause 
of obstruction to the others and are responsible in making the 
marginal return negative. It should be remembered that the 
t. Mnrsboll — ^Principles of Economies, p. 153 
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marginal return is not what can be attributed to the last man 
uhose employment is coiibidcred just worth while, as all men are 
supposed to be alike. The marginal retnni is simply the addition 
that the marginal u orker makes 

(3) The Law of DhninisMng Average Rdunu (column 4). The 
average return reaches the masimuoi at the 4th worker, i. e , one 
step later than the marginal return reached the maximum. Then 
the marginal return falls more sharply'. The two will equalise 
somewhere between the 4tb and 5th, f.e., when the 5th works 
part time But we do not employ men in fractions in real life. 
Therefore it is not alw'ays possible to equalise the marginal and 
the average returns, it is also clear that it is possible for the 
average output to increase while the margmal output falls or, in 
the words of Chapman, “ a rise of the output per unit of expendi- 
ture is consistent with the fall in return per unit at the margin.” 

The Law of Diminishing Returns represents the most efpcienl com- 
hina'ion of factors. We see, therefore, that the stage 1-3 workers 
will not be found in practice, because the number of men is insufd- 
cient to till the land properly. The addition of more workers 
will yield more than pioportionate return. Nor will the stage 
Sth-lbth workers be found economical, becaoise the extra hand does 
not add to the total output, then why should the farmer incur 
the expenditure of employing him 1 Here there is waste of labour. 
Therefore in actual practice the stage 8-7 workers for this farm 
will be found in operation. In this stage it is worth noticing that as 
the number of workers is increased, the average return per man 
diminishes, i.e., from 92 mds. to 72 mds. Also, as the proportion 
of land to labour is increased (looking from bottom upwards from 7 
men per square mUe to 3 men per square, each worker having more 
land to himself) the average return per acre also decreases (504 to 
270 mds divided by 50). (Column No 2 gives the total cutyiut for 50 
acres and as you go upwards from 7 men in this column the total 
output goes on decreasing and hence the average per acre will also 
decrease). Thus land and labour are combined in actual practice 
111 such a manner that as the proportion of any one of them increases 
to the other, its average product decreases. Thus Diminishing 
Returns show most efficient combination of factors of production. 
You can get increasing return per man if you give him too many 
acres and you can get increasing return per acre by putting too many 
men on land. But you will bo wasting acres in the first case and 
men in the other. Increasmg return, therefore, may mean either 
the wastelul use of land or of workers. Diminishing return on 
the other hand, will represent the most efficient combination of 
land and labour. 

How many men exactly will the farmer employ ? He will not 
employ less than three because till then the marginal output (t.e. , the 
addition made by each extra worker) goes on increasing and lie ’will 
not employ more than seven because the 8th is useless (here the 
marginal output, i.e., the additional output when he is ^employed is 
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zero) and. 9th and lOtb are worse than useless. He will, therefore, 
employ any number between 3 and 7, How many exactly ? If labour 
could be hired free of charge, then the employer will go on taking 
more and more men even if he added little to the total product, t .e., 
till the marginal product is zero. But man is not a free good. He 
has to be paid a wage. The farmer will, therefore, compare the 
wage and the value of the marginal product. He will employ such 
a number where the marginal product is equal to the wage paid. 
This last worker considered just worthwhile will bo called the 
marginal worker. If the wage falls it may become worthwhile to 
employ more workers and vice versa. 

11. Law in the Intensive and Extensive Forms of Cultivation. 

It may be seen ' that when either land alone is increased or 
labour alone is increased, the average return for the factor increased 
irould diminish. This gives rise to two forms of diminishing 
return — Extensive and Intensive. The farmer first cultivates the 
best lands (considering both situation and fertility). So long as the 
value of the additional product exceeds the expenses of cultivation 
he goes on taking inferior and inferior lands, and he will stop 
further extension of cultivation where the additional income is equal 
to the additional expense. This is known as the marginal land. 
Considering the price prevalent in the market and the expenses of 
cultivating i it, it is found to be just worthwhile to cultivate it. This 
is the Lato'of 'Diminishing Reiurtis in the extensive f of m. 

But when the farmer goes on putting more and more doses of 
labour aud capital in the same piece of land, each successive dose will 
yield less than proportionate return. He will stopefurther applica- 
tion of the doses where the extra expense is equal to the extra 
income obtained. The last dose, the application of which is consider- 
^ just worthwhile, is called the marginal dose. This is the Law of 
Diminishing Returns in the intensive form. 

It is well to emphasise that in this discussion it is assumed that 
tne return or output is measured in quantity and not in value, other- 
wise it may he that the additional return has decreased but price 
having risen its value is higher. We shall not call it increasing 
return. 

12. Can the Law of Diminishing Returns he Counteracted ? 

ics, the law can be, and has been, counteracted. Anything which 
improves the quality of the laud and makes it yield more, or any- 
thing which adds to the value of the yield will check the operation of 
the law. Use of modern implements, judicious mixing of soils and 
manures, careful selection of the seed and proper sowing, deeper and 
aeeper tillage and the provision of ample irrigation facilities can 
enable us to counteract the worldng of the law. Scientific, cultivation, 
in s.iort, can ctiech the operation of the Law of Diminishing Returns. 
In all advanced countries application of Science to agriculture, im- 
provement of transport and marketing facilities have held the law in 
aoeyanco. Agricultural ^ development in the West, especially in 
ussia, have had startling results. Such measures are badly needed 
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in India, for the bulk of out population depends on' agriculturo and 
productivity is almost the lowest in the world. ^ , 

13. Application of the Law of Diminishing Returns. Wo 
have discussed above the Law of Diminishing Returns in relation to 
land. But it does not apply merely to land. Its operation may be 
traced also in other extractive industriesji^jmimnj, fislmriesjind 
also in buildings. I 

’ As for mines,/ at first better situated and more accessible ones 
will be worked and when mining operations are extended to less 
convenient and remote mines or when the same mine is worked 
deeper, and deeper, the return to labour and capital invested will bo 
less than proportionate. There is, however, one difference : the mine 
is just a store. Once exhausted, it is finished for ever, whereas land 
if properly treated is a perennial souxco of crops. ,But it need not 
frighten us. Goal is valued as a source of energy and the energy 
can be obtained from wind, water and waves. 

The Law' also applies to fisheries. When fishing operations are 
concentrated on one point in the river or on the sea-shore further 
efforts will yield less and less catch Deep-sea-fishing mky respond 
better and yield increasing returns. Here again it is probable tbnt 
if fishing is conduoted on a large scale with scientific apparatus for 
along time, returns will begin to diminish. But if left undisturbed 
for a season or two, the fisheries wiU recuperate and will become 
productive again. However, it must be recognised that it has to be 
left to nature. Man has no control and no means of culture just as 
he has in the case of land cultivation. 

, I s 1 I 

As for -the buildings, those that are better situated will com- 
mand higher rents and as you move away from the centre, the rent 
will go on decreasing. The law cannot bo counteracted by erecting 
storeys on the building, for as yon go up, inconvenience is increased 
and the rent decreases . ( , , < 

14. The Law of Diminishing Returns is Universal. It has 
been pointed out that the law of diminishing returns applies to 
agriculture and other extractive industries and _ one thing that is 
common in all these industries is the snpremaoy of nature. It is 
therefore often remarhrd that the part Ihafnahire plays in production 
correspond Jo diminishing returns and the part which man plays con- 
forms to the law of increasing returns. The inference is that agriculture, 
where nature is supreme, is subject to diminishing returns, while 
industry, where man is supreme, is subject to increasing returns. , 

5 ^ Now there is no doubt that there are very strong reasons why 

agriculture' is subject to diminishing returns. The agricultural 
operations are spread out over a wide area and supervision cannot 
be vary effective. There is not much specialisation in the processes 
and every worker is expected to do a number of jobs at the same 
time. Scope for the use of machinery is very much limited. There- 
fore economies of large-scale production cannot be reaped. There are 
ifurtber limitations arismg from the seasonal nature of the industry. 
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jThe .ripening of ^ithe. crop depends on sunshine ' and general 
■weather conditions and must take its fulldime. So . the farmer is up 
against several bottlenecks. Moreover, the agricultural operations 
are likely to be interrupted by rain and other climatic changes. Man 
feels 80 helpless. There are numerous slips beWeen the cup and the 
lips. A hailstorm, untimely rain or any other calamity like locusts 
or a pest may undo all the man’s efforts. Man is not a complete 
master of nature and no wonder that the lav of diminishing returns 
operates in agriculture. 


Similarly, it is understandable that manufacturing industries 
-should be subject to the law of increasing returns. Here man’s 
ingenuity has the fullest scope to work itself. By the introduction 
of division of labour and the use of most modern appliances, produc- 
tion can be’ increased do unimagineable limits. Concentration of 
workers under, one ><roof renders supervision easy and effective. 
Nature’s ■ malignant influences are held constantlji away. M&n is 
free to plan, -undertake and execute. 'He can realise all the possible 
economies, internal and. external. 

f ( j , ^ "* l 

The raw material, however, ^ represents nature’s part. If the 
^raw material used is ,large in quantity, e.g., in sugar industry, paper 
"industry and pig iron industry, the prospects oi increasing returns 
Will be somewhat limited. If, on the other hand,, the raw material 
costs are ‘almost i,neghgible, as m the case of pin making industry, 
man has lull and frep held and possibilities of increasing returns will 
be great indeed. ,, „ 


But it is wrong to classify industries as thoso subject' to dimini- 
shing returns 'aha those'that arb sdbject to increasing returns or to 
say that agriculture 5 s subject to diminishing returns and manu- 
iacturmg industnefe to incteasing returiis. The law of diminishing 
returns ’ applies ' every where. To borrow Wicksteed’e , words, "tlds 
law 18" ds universal' as the law of life itself.’* Its application is not 
confined to agriculture only ; it applies 'to mahufacturihg industries 
loo. it ,the industry <is expanded' too much and becomes un-wieldy 
and unmanageable, supervision will become lax and the costs ’will go 
up. ‘/i'he dimimshing.returnswiU setin. ’Theonly difference is that^ 
in agriculture they set, in earlier whereas in industry much later’and' 
a prudent industrialist may not allow that stage to come'for long. 
Agriculture, too, m the begmning has increasing returns: Henhe 
both laws apply in aU types of industries extractive as well as manu- 
facturmg. Aa a mtitter ot fact they are two aspects of the same laiv, 
which 18 also kno,wn as the Law Of Proportionality. , * 


, 15 . Modern' Conception of, the Law,of,Dii:mmshmg Retamns.- 
The discussion of the laW’of diminisliing^ return? in relation to, land 
since the times of English 'Classical Economists, has obscured itg ^eal 
significance. There "is nothing pecuhar* about agriculture, for the 
law to ho exclusively associated with it. ^ ’As a matter oif faci the law 
has' been' held at n'aught by scientific agriculture! -in progressive 



CHAPTER Tin 

AGENTS OF PRODUCTION— LABOUR 

1. The Meaning of Labour. In oar ordinary speech ■n-c 
understand by Labour all factory and farm workers ot a mass of 
unskilled manual labour. Bat in Economics the term labour is 
not used in this restricted sense. Any worb xcheiher manun.1 or 
menial, tcMch \$ undnlakcn for a monelary consideration is called 
Labour in Economics. Again the term does not refer to the intensity 
of effort but its motive Effort and skill are involved in the work 
of an athelete, an amateur musician or a painter'; a mother 
takes lot of pains in bringing up her child or a professor teaching 
his own son. These activities do not come under labour in the 
economic sense for they are undertaken for pleasure or for love 
and affection for others, that is, they are undertaken for non- 
monetary considerations Nothing is regarded as labour in 
Economics unless the motive is to earn money. In the words of 
Marshall labour may be defined as “any exertion of mind or body 
undergone ‘partly or uiholly with a liew to some good other than the 
pleasure derived directly from the tcorl.’’* 

Marshall classifies workers as hard-handed or soft-handed. In 
the former may be included the work of engineers, artisans and un- 
skilled workers and in the latter the work of the ‘ white-collar class, 
viz,, professions like lawyers, doctors, teachers, preachers, etc. 

Labour may be ererted in the direct production of a commo- 
dity, e.g., making a chair, or indirectly in assisting the work of 
actual producers so that the commodity reaches the hands of the 
consumers when they want it or where they want it, e.g., the work 
of transporting, stocking, distributing, banking and insurance 
feeding the workers, supplying them materials and equipment and a' 
host of people rendering direct personal services to the long chain 
of workers. 

The term labour in Economics is therefore used in a very wide 
sense and in the words of Nichobon * must be held to include the 
ervy highest professional skill of all kinds, as well as the labour of 
uncalled workers and artisans ; we must include not onlv the labour 
of those engaged in business m the ordinary sense of the term 
but that of those employed in education, in the fine 
arts, in literature, in sciencs, in the administration of justice 
and in government in all its branches ; and we must include aLo' 
not only the labour that results in the permanent form but also that 
renders services which perish in the act." 

2. Produedve and Unproductive Labour. Physiocrats 
the Trench economists of the 18th century, started this controversy 

1. — Principles of Economic (193G) p. 65. ^ 

3 NiohoUoa — ^Ejonunts of Political Economy. 
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of productive vs. unproductive labour by saying that only the agri- 
culturists’ work was productive. Later, the title was extended to 
cover the manufacturers’ work also. But even as late as Adam 
Smith the term productive labour was used in a very narrow sense. 
Adam Smith regards all that work unproductive which does not fix 
or realize itself in any particular subject or vendible commodity.” 
The services of the domestic servant are unproductive as they perish 
in the very instant of their performance. Ho goes on : “ The labour 
of the most respectable orders in society is like that of menial 
servants unproductive of any value, e.g., the sovereign with all his 
officers both of justice and order, army and navy.’’^ This con- 
ception is wrong. According to this view unless labour produces 
‘material’ value, it is branded as unproductive. This notion emerges 
from the definition of Economics as studying the causes of material 
welfare. But according to our present conception of economics, 
it is concerned with the disposal of means which are limited in 
relation to wants. We would, therefore, regard all activity as produc- 
tive if it satisfies a' human want by the utilisation of scarce means, 
whether it is tangible commodity or an intangible service. All 
the classes of people, therefore, whom Adam Smith regarded as un- 
productive. are really productive. In a sejise, ihns all labour is 
productive, > 

What about’ the labour which is wasted^ misdirected or fails in 
its purpose, e.g., labour spent in digging the Panama Canal which 
collapsed ? MairshalP would' exclude this labour from the category 
of productive labour. But this too is not a correct view. Even 
the labour which failed to fructify did get the remuneration all 
right.- < No labour can be said' to be completely wasted. The 
failure is accidental and temporary. ‘ The motive was productive 
and the result is irnmaterial.- ’ . . , 

There are .certain classes of, people, however, .who do not 
make, nor are they intended to make, any contribution to produc- 
tion in the community. They jmay, on the contrary, detract from 
it, e.g., pirates, dacoits, thieves, paupers, gamblers, illegitimate 
speculators; pickpockets, etc. ‘ For ‘themselves their activity is 
sometimes quite productive'. But all sucK anti-social activities should 
be regarded as unproductive. The work of the quack or the one 
who fernents harmful liquors or drugs or that cf the writer of per- 
nicious books is regarded as productive in Economics as their 
services are wanted by some misguided people who are prepared to 
pay for them'. In economics, however, we are not concerned with 
the ethical side of the matter. Insurance wmrk and legitimate v 
speculation are to be regarded as productive, because their services 
are useful to the producers. 

3. Peculiarities ' of Laboitri Labour is manifestly different ■ 

1., Adam Smith : Aninquiry into tho NntTiro and Causes of tbo WoaTfch~ 
of Nations. ‘Annotated by J. B. McCo'ldcb, pp. 03-94.' ' ' 

^2. Marshall :'op. cit., ip. 65,- ‘ . Vm' I't. ' , ' 
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the price of labour. That labour shonld be treated differently from 
a commodity is a social question rather than an 'economic question. 
To the economist, as an economist, social considerations are ex- 
traneous and irrelevant. The entrepreneur takes advantage of the 
.weakness of the sellers of other materials, if they are ignorant and 
have little staying power. The supply of several other and essential 
materials is often Inelastic. These so-called peculiarities, therefore, 

* should hot lead us to thinlc that laws applying to labour are vastly 
different; In all phenomena arising out of scarcity of means and 
multiplicity of ends, the same rule of economic analysis undoubtedly 
apphes, 

4. The Quantitative Aspect of Labour. To estimate the 
' labour force of a country, two ' things have to b^ considered, the 
number and efficiency, i.e., the quantitative and the qualitative 
. aspect. . Let us take the quantitative aspect first, which relates to 
the pmblem of population. / 

Malthusian Theory of Populatibn. Thomas B obeiA 
MalthhsJvrote his .essay on Principle of Population in . ,lJ98^and 
, modiffedhoss of his cqncjusions.in .the next,, edition, in .The 

Essay created’ quite "a " sensation in the social and the economic 
world. The rapidly increasing population of England encouraged 
by a mis^ded poor Law impressed, him very deeply and he feared 
that the pressure ofpopulation would pull, down the standard of 
living. He thought England was heading for a disaster and he 
considered it his solemn ffiuty to warn his countrymen. He^deplppr | 
e d “ the 'strange contrast between overcar e i n b reeding jnimals and 
caTeleHsnessriifbreedi5g..m’en^!!. " ‘ 

, "" r'His' tfaediy is very simple^ To use his own 'words : “By nature^ 
human food iricreaseB' in a' slow arithmetical ratio ; man himself*) 
increases in a quick geometrical ratio unleskwant and vice stop! 
•him,”'-. - . ■ • . J 


’ ' • "The increase innumbers is ..(.necessarily limited by the means of 
/subsistence.” “-Population invariably increases when'' the means of' 
"rabsi^enee. -ihcre'ase,'' unless '..■“■pfeyented .h'y 'powefffil and obvious 
• jshechs.'!.!, . j. 

He bases' his reasoning on the biographical argument that every' 
living organism tends to multiply to an unimagineable extent. The 
■elephants double every 100 years. A single pair of thrush' would 
-be equal to 19,600,000 after the life of the first thrush and. 20 years 
later 1,200,000,000,000,000,000,000/ and if they stood shoulder to 
shoulder about one in every 150,000 would be able to find a perching 
space on the, whole surface of the globe. According to Huxley’s' 
■ estimate the descendants of a single greenfly, if all * survived , and 
multiplied, would, 'nt the end of one summer', “weigh down the popu- 
lation of Gfama. Human beings_are _8up^Bed to double, ^every 25- 
years a nd a c ouple can torease to the size of'the presenf.'’p^op^ 
rinTTSl^narsrSo pfdfffi5iffevery''Specie:'The“’powef‘'bf"pfo'cfeafion 
' is inhereht and insistent and must find expression. , . ; 

1. Bri} 'Jjarain, Principles of Economics (1946) p. 316. . ^ 
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But food snpplv, according to Malthus, i.« fubjcct to the Taw 

of Diminishing Returns. Everj* effort to produce additional food lor 
additional population gets lc.s3 then proportionate rcwartl. Tiie 
rciiponFC is far less encouraging. Malthu.s, then, cornea to tlio con- 
nlusion, on the liasis of the above two prenii!5C5, that population 
' lends to increase faster than food supply unless, of course, it is 
chcclced by preventive chech-s or positive cliccJ.-s like War, famine 
and disease. 

In short, the Malthusian Thcorj' of population states that popu- 
lation tends to increase vrr}- fast ; but food supply does not in- 
crease so fast. Hence population tends to outstrip the food supply. 

If preventive checks, like avoidance of marriage, late marriage or 
less children per marriage, are not e.xcrciscd, then positive clieclcB,' 
like war, famine and disease will operate. 

6. Criticism of the Malthusian Theory. The Malthusian 
thcofy of population lias had mixed reception at the hands of the 
Economists. ‘ ' " . 

1. Tlio critics point out that Malthusian^ pessimism is not 
• borne out by historj’ in tbe M’cstcrh"' counrilcs. 'TbpnlaT^ipn' ‘Has“' 
' in'creaEcd'bul'rt’bas not outniii the means of subsistence. In fact 
' pBDph are now enjoying a much higher standard of living ‘ than ‘ 
Malthus perhaps could imagine. According to his gloomy forecjust 
the deluge would have come long ago. Not only baa it *not come 
but it is receding beyond the horizon. 

(2) People have made such a fetish of standard of. Hving-that 
the size bfj_the„f amilies. has , been deliberately restricted by not 
mafi^ng, “o'? marrying late or having at the most one - or two 
children, so that the social status of the future generation is 
assured and guaranteed. 

(3) Malthus thought that the increase in the means of snb- _ 

■ sistence would increase population. Far from it. Increase in material;, 
prosperity has, perhaps, by lowering fecundity, checked the • growth 
of numbers. ; 

(4) Malthus jinduly.emphasjsed-the.produotionnrfoodj whereas 
production of wealth in other forms has been found to bo a better 
way of combating the tendency to lower standards of life on account 
.of increased population. Prodnetion of food may be subject to di- 
minishing returns but a Country may produce we.aitb through manu- 
facturing industries enjoying the benefits of increasing returns and 
import its food from abroad. 

■ (5) The^glppmy.fprebodings.of Malthus have -been falsified also 

; by^e^mcreasing use of contnaceptivea .by .the.. middle and .upper 
"Ihc population of the Western European countries, es- 
‘ pcciaily that of France, has been hotoriouriy atationary.. 

V .. , It is, however, to be regretted that jx>p illation ts increasing at the 
-\ urong cud._ The poor people, who can ill-afford to hrinsr up and 
I educate children properly, are moitiplying, whereas the rich, who 
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can replenish the bettor quality stock arc, for selfish roa3one,| 
applying' brakes on their breeding propensities. The result is the I 
impoverishment of the nation, 

{6j Malthus does not seem to have grasped fully the fact that 
the Law of Diminishing Returns can be held in al^yance«almost - 
ipdefimfelyr^RemarkabR" developmShTs'' 'in'’ ■SlficuIEuf al technique, 
meSS 3 "or«)ffimunication, exchange, etc,, have successfully fought 
this tendency. The' Law of Diminishing Returns refers to the 
stationary equilibrium and it is wrong to apply it to the data of 
change. 'Blie„woEld_i8_jiynamiQ.ratheE...than-. static.-. The law in 
its modern conception cannot form the basis of so depressing a 
theory as the Malthusian Theory of population. The increase in 
population may lead to more effective utilisation of other productive 
resources and thus produce more than proportionate returns. 

Thus " the proi^otmn of population is not, one of mere size - 
but of effi cienT produc^ion and equitable ‘distribution”. iSeligman) . 

*~"Horeover, mathematical proportions given by Malthus have 
been ohallonged. But these were apparently introduced for pur- 
poses pf emphasis and did not form an essential part of his theory. 

\J%alihusian Theory applies to India. In spite of what has been 
said above there is a kernel of truth in the Malthusian theory. If 
population is not checked. either ,-by- poBitive,_ohecks„or_jgreyentive 
chedw, Jt .must„oul8trip~-subsistence. It is bound to overtake 
scientific progress. The widespread use of contraceptives may be 
interpreted as prpof of his theory and it shows that preachings of 
Malthus have gone home. We in India find„„out5ely,es,in,Jjhat- un« 
e nvia ble_positignj^hioh.3Ialth\i8„feared. ""We have the highest birth 
rate an3, highest death rate in the world. We have been increasing 
roughly at she rate of 1% per annum and what are the ■ conse- 
quences 1 Grinding _povef by, .ever-recurring 'epidemics, _ famines, 
cjimrminai quarrels, i ntant icid e a t one time , the lo wes t standard- of. 
Imng in^the^wqrB^ " it i? difficult to dispute the veracity of Malthus’ 
teabmhg sofar a^-lndia, ^China and other backward countries are 
concerned. 

7. Modern Theory of Population : Optimum Theory; 

Modern Economists have rejected ttie Malthusian theory of maxi - 
mum population, which, if exceeded, will spell misery in the country . 
Instead of the maximum population, modern economists have sub » 
stituted the idea of the optimum population. 

What does the Optimum mean ? By optimum population is 
meant the ideal number of the population that a country should 
have, considering tbe resources of the country. The o ptimum^.is— 
t he best and the.most .^desirablo, size -of tho>-counbry^^population. » 
It is ' the" 'right number. When a country’s population is I 
neither too big nor too small but just that much which the country r 
ought to have, it is called the optimum population. Qiven a certain | 
amount of resources, the state of technical knowledge and a certain 
stock of capital, there will be a definite size of the population at 
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which real income of goods and services pejimfita yjWiha higher. 

/ This is' the optimum size. Tlit ojpUmum numbtr can therefore oe- 

^^defined, as one at which per capita income is tKe highest, ^ 

Under -population and oicr-population. If the population of a 
country xs below the optimum,t.e., below what it ought to be, then 
the country is said to he upder-populaied. The number of the 
people will be insufiBcient to take" the fullest possible advantage of 
the natural and capital resources of the country. Some of the 
resources will remain untapped and unufcilisedi There will bo less 
scope for specialization, and division of labour. Some jobs will lie 
unattended or only imperfectly attended. The productive schemes 
of the country will be hampered for want of workers. 

This is what happens in a new country. The resources are 
vast. Much can be produced but there are not men enough to 
carry on the work of production efficiently. Such a country is 
obviously under-populated. Any increase in population there, 
will be most welcome. It will supply a felt want. Increase in 
numbers wiU offer more opportunities for specialisation and the 
resources of the country will be .much better exploited. Produc- 
tion will be conducted on a larger scale and the various economies 
of large scale production wiU be more fully realised. The large 
population will supply an adequate market for the goods produced. 
No industry will suffer from shortage of man-power. Under such 
conditions increase m population will be followed by an increase 
in per capita income. 

But this increase cannot go on indefinitely. When the shortage 
of man-power has been made.up, the per capita mcome will reach 
the maximum and we shall say that the optimum has been 
reached 

If, however, population still goes on increasing and the opti- ' 
mum is exceeded, then we shall have a state vof over-population. 
There will be too many people in the land. There will not bo enough 
jobs for the workers.^ There will be overcrowding. Too many 
cooks spoil th e broth. Congestion will, lead to strife mid iome" 
j-esources may be^ damaged. At any rate the resources will not be 
sufficient to provide gainful employment to all. They will be 
' thinly spread over the teeming millions. Pressure on the soil will 
become unbearable. Per capita income will diminish ; standard of 
living will be low •, war famine and disease will be constant oom- 
' panions of such’ a people. These are the symptoms of over- 
^ population. X ' i .. . 

, India, find ourselves at present in this unenviable 

position. How can we now get bac^ to the optimum t We must 
attack the problem at two ends : We must cheek the growing 

numbers, i. e., slow down the speed at which we are growing 
in the matter of numbers ; and..Jii)^e must develop our resources? 
Uurs IS a country^ of utihsed or under-utilised resources.’ The 
multi-purpose projects, execution of hydro-eloctrio and irrigation 
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si'h*'incs, saUinE «|i »fnv influ'-trir*. rlfvdopmf'Ut of of 

ifansport aro plop-; in thi-s dirrolifm When wv try to joplrie) 
otirminiherfiftiKi max(mifi(: onr procinotlvo pnpaeis v, w.> sue on tlie 
road totlie opltmum. Tncomo jitr rnjnla will inereaso and mny 
attain the maxinnim, Thi-- i-? how the ojitiminn wiH ho restored. 

The followintj diagram leprepentp the three Kt ales (It under* 
fopaklion (2) optinutm : and (i>) over-popHlatinn 

We start with n {sinati po^nilation). Wo move up ; tho jinpu- 
laiien iniT'M'.' * and %v}»en v;e y 
rr?ic!i ?i it is tie* optimitfu, 

Train a in It it ’.v.-"! a ptnt'* of 
tirdcr-populat ion and increase 
tferehi took us to liie npiinuim 
h. Tdlive reached h the ineotne 
p^r tdpha was inereasinc, and 
ftt I it is tiie higlicst ; wJieii 
tie cross /t the ?>'t mpHo in* 
cotae lifts started failing. Wo 
liave oxceeded the opiirnnm 
popnlatinn and wo have now 
ovar-populnlion. If now 
dewftcn tho nnmbor, tho pn 
Mpt(« income will inrTcase, — - 0 

Undcr.populaiion niul ovcr*popnlation are relative terms. 
They arc relative to repouroes. A country is under-}>opulated 
irecftnso the reronrccs arc bigger. If llio resonrees had been 
meagre, the same population wonld have meant ovcr*popnlation. 
SimUarly, a country is said to be over* populated beeatne its 
resources are inadequately develoned. With a fuller development 
of resources the phenomenon of ovei'pojndation may disapjiear, 
though there may be no decron®e in population. Tlnn* what may \ 
he ctdlecl undor.popnlation or ovor-population under certain \ 
eircunistancps may eeu>o to he so under ditforent circumstances, t.r,, /| 
tvhen there is a change in the state of llic development of then 
ivsoiiroes. Even a stnall jiopulation may bo too largo if the resources 
ftro inadequate, and a large jioputation may not bo considered too 
much if there is a commensurate flcvelojmumt of resourees, 

O pimum t'g movahh and not Jixed. It is not to be thought 
tnftttbranyncormtr5''r'conBidorifig^fs“‘rc«ource8, there i? a certain 
fixed- optimum and one which svill always remain tho optimum ,for 
that country, Q’he optimum is not rigidly fixed. H adrances and 
recedes according to tho inorease or decrease of productiv'o re- 
sources of ‘the countiy. 

The optimum is not something absolute. It is relative to the 
re8oitfe^avftila'Gi^*”T5ondHofinp tho oiffent Fo'whiohthe productive 
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powers of a country have been dovelopod, we might say that today 
this is the optimum si/.e of its population. But if fnr-rcaching de- 
velopment schemes are undertaken and successfully completed,, then 
it will be in a position to support satisfactorily much larger 
numbers. The per capita income will go up and wo shall have 
a new optimum at a level higher than tho previous one. 

If, on tho other hand, some resources are damaged or destroyed 
by war or civil commotion, then tho present optimum population 
will become over-population and the now optimum will be at a lower 
level. 

The condiUpna in jjvcrj'. country- are. djTinmic .jind_.not,„8tat4c. 
Chang'S are always taldng place in tho technique of production; 
more modem appliances are being introduced, now processes and 
new materials are being discovered, capital is continually 
growing in volume ; natural resources are increasingly being harness- 
ed into" service. In these circumstances per capita income must 
increase ; but population also increases more or less. Hence what 
■we.regard tho right size of -t he population today, may_appearIi^3S. 
under or oyer;popnlation ^tomorrow. Tho optimum thus is cons- 
tantly changing. It is not to bo regarded as a constant factor or 
a fixed number. 

it poasihle to aacerlain (he optimum f It is very diiHoult 

to say with respect to any country what is the optimum size of tho 
population for it. The.. data^js always .changing. As mentioned 
above new resources’ arc constantly being tapped. Tlio boundaries 
of technical knowledge are being constantly pushed forward. 
The economic forces are seldom stationary. How can wo a^k them 
to stn’y so that wo may measure the productive capacity ? 

, . TT.J'i.cK.tain, population., iB„no joke. Wo knQw..bow-poIiticaL 

pr cjudiccs and m otives vitiated our population statistics. Thus it 
is almost impossible to find duf the income per capT/cir " How can 
we say when it will bo the highast ? There is a very large 
. element of conjecture in all such calculations. Various estimates 
have been made of per capita income in India ; Rs. 20 by Dada- 
bhoy Naoroji for 1867-70, Rs. 44 by Professors Wadia and Joshi 
- with regard to 1913-14, Rs. 116 by Findlay Shirraz for 1922, and 
Rs.GSby Dr. V. K.R.y, Rao for 1931-32. But more of these 
^ estimates commanded universal acceptance. It gave only a mental 
satisfaction to those who made tho calculations. They had little 
practical importance. Thus the discussion relating jto tlui optimum 

\ has only a theoret^l or academiFinterest. ” 

H Increasing Population a Curse ? No. Not always. Nor 
is increasing population always a blessing. ' The concept of the 
optimum enables us to understand the movements in population 
' in their proper perspective. 
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With regard to India Darling once remarked that all blessings of 
nature or of good government were neutralised by increase in popula- 
tion. India is in fact over-populated. Poverty of which there is no pa- 
rallel in the world prevails here. The standard of living is incredibly 
low} t6e death rate is the highest in the world. The spectre of famine 
frequently stalks the land which is also disease-ridden. Physically 
and mentally, on average, an Indian is a poor specimen of humanity 
as compared with, say, an American or an European. All this we 
owe to our over-flowing population. Over-population is the greatest 
curse from which we are sufilering at present. 

But increasing ■.n onuJation:..ia.jiot..:.Jxlwavs_a_^ curse. A large 
populationHacilit ates eco nomic .flo-operation^and^atimulates^^produc- 
tion. T here isXbetter s co pe for division of labour ..and.^specialisa- 
■tibn Increasing population provides an ever-es panding. ma-rket 
which guaranteea~5afe‘and tprdfitab le_Jnvestment3oi;«..QapitaI. „ JVe, 
inTlndia^ may iJapflmy industry and it can be sure that the goods 
will command a ready sale. Our teeming millions constitute a limit- 
less market. Further, growing population makes for adaptability 
of the economic system. Some new industries are always being 
' started or new types of machines . are being installed. There is 
thus the need for new hands hWing the latest technical skill. The 
workers of the previous generation will not’ do. But in the country 
with ever-increasing population, the new generation is ready to take 
up new jobs. The productive system .suffers no set-back or handi- 
cap. It quietly adapts itself to the new changes and the new needs. 
But increasi n g p opu lation is desirable only wJien populaiion is 
* less t'han. t hfi^iirn um, t .e.. when the man-power is not available 'in 
such proportions as to make for proper exploitation of the resources 
of the country. There is, in other words, a shortage of labour. In, 
these circumstances increase in population is welcome because it will 
lead to affipcrease in per capita income. If the population is in 
excess of the optimum, then a diminution will be desirable, be- 
cause it will yield better economic results. - 

Which is therefore better, increasing or decreasing population ? 
It all depen d6_Qn-whatj[s_theLatatB.o£-population. If it is less than 
the optimum increasing population wiU be better. If it is more 
than the optimum, then a decrease is desirableV What is needed 
is a movement towards, and the attainment ' of, the optimum. We 
, cannot dogmatise and say either that the increasing population is 
better or decreasirigipopulation is better. It depends ,on the cir- 
cumstances prevailing in each country. 

. 9. Net Reproduction Rate. To superficial observers it might 

appear that the rate of increase in population can be ascertained by 
comparing the birth rate and the death rate. It would seem that 
the ex cess of birth s ov er deaths represents th e n et, increase in 
popuIationrjFoF^exampTe 'the birth rate in* “India h 34T per 
thousand for 1938 and death rate for the same year is 24'3. We 
may rush to the conclusion that the rate of growth per year is 10 
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following- tdble shows the-metliod :-—i 

' ^ Gtoss-and'NetRepiroduclion Rate in India 


■Ago 
Group . 

. > 

Total 'number of' 
children ' born 
- per >1000- --^omen 
..passing .tlirough . 
each group. 

'Nol' of female 
ohildrfe'n born 
per 1000 women 
passing through, 

’ each group 

•' f V 4., 

.^Tumber of sur- 
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It is 1*119. This means that one , woman is 
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number of female children bom T’er TOGO women. ’ • - 

The net . reproduction rate -is shown' by. column the 
number of surviving women by whom present- women:^ replace 

themselves.' ' It is 'j^^= 

teplaced.,by .' 1*119. Instead -of rlWO,- woman there are left 1196 
women.,^'* This shows the increasing'population. ’ 

, , ^he gross and' net reproduction -rates are given* per unit and 
not per 1000 or, I'O’Oi . ‘ ' 

, The following, are jthie gross and net reproduction- rates of some 
other countries.^ 

Country -• Feor Cross . ■> .Net > ■ 

U.S.A.. 1935 ‘V 1-062 • 0*961' *; ‘-'i' - 

Japan 1937 . ’ 2*145 ' 1- 44 -■ 

Efahce ' 1936,,.' ‘ • .7 / 1*010' , ' ' ' ' ■ 0* 88 . 
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Ireland 

103.-1.37 

I'SSO 

1-102 

Netherlands 

1037 

1-230 

1-119 

England and Wales 

1037 

0S83 

0-782 

Scotland 

1038 

1-073 

0 001 

Sweden 

1933 

0 S79 

0.783 

Switzerland 

1910 

0 877 

0-703 


In ihia t^iblo U.S.A, Erance, Englan'I anti Wale-?, ScotIxin<I, < 
Sa’cclon and Switzerland have the not reproduction rate n*; lesa 
than TO. They roprosent a dechning population. I'or example 
in England 762 women aumve per 1001). It ia an ex.ampio of 
most declining population. In other cases it is more than 1‘0 
which means a growing population. 

10. The Qualitative Aspect of Labour — Efficiency. Labour 
supiily of a countr 3 ’ is not merely a question of quantity. The 
quality of labour or its efficiency is ns important. In his evidence 
before the Indian Labour Commission, Sir Alexander MoRobert 
pointed out that an English worker was 3‘5 or even four times as 
clHoient as an Indian uorkcr. What is the rc.ason T 

11. Factors of Labour Efficiency. There nro several factors 

which explain the relative efficiencies of the workers in different 
parts of the world or even in different parts of the same country. 
The following are some of the mam Jactors which affect labour 
efficiency ; — * 

' (!) Hacial Qaalities. Labour efficiency largely depends on 

heredity and the racial stock to which a worker belongs. The Jat 
of the border districts of East Punjab is very sturdy, strong 
and enterprising. The Bengali or a ivorkcr from tho’U.P. is mo match 
for him in physical endurance. Tfacj- belong to different stocks 
and exhibit the qualities of their respective stock. 

(2) S’/ie Natural and the Climatic Factor. A cool bracing climate 
is conducive to hard work, whereas the tropical climate is enerva- 
ting. Where sustenance has to bo wrested from nature by persist- 
ent efforts of man, the human stock is superior to that whore 
nature is bountiful. The bounty in nature breeds in man Indolence, 
lethargy and listlessness. Thus the inhabitants of cold and tem- 
perate regions, where nature is niggardly, are more hardy and 
efficient than those of the tropics or sab-tropics. 

(3) Education — Technical and Qcneral. Education stimulates and 
strengthens right typo of instmots and builds up chanioter. There 
is not the least doubt that an educated worker will bo more 
resourceful and behave in a more responsible manner. A techni- 
cally trained hand is bound to bo more efficient. 

(4) Individual and Personal Qualities. A worker’s efficiency 
depends upon his personal qualities. If a worker has a stronger 
physique, mental alertness, intelligence, resourcefulness and initia- 
tive and if ho is sober and possesses a higher sense of responsibility, 
he will be more productive. He will need Jess supervision and 
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driving. Ho will not waste time or materials and he will use the 
machines more carefully. In a word he will be more efficient. 

(5) Industrial Organisation and Equipment. The level of organi- 
sation and the nature of equipment supplied to the workers 
determine their efficiency. Second-rate entroprebeur using second- 
hand machinery and third-rate materials cannot turn out first-rate 
products. Labour efficiency also depends upon the skill and the 
ability of the manager. 

(6) Factory Environments. If the surroundings are depressing 
labour efficiency must be low. Cramped factories, which are ill- 
ventilated and imperfectly lighted which are situated in crowded 
cities and which have unclean and insanitary surroundings, cannot 
call forth the best endeavour on the part of the workers. On 
the' other hand, cheerful and bright, environments are conducive 
,to much better work. 

(7) Worhing Bourse Efficiency also greatly depends on the 
number of hours that the workers are called upon to work. Long 
hours with no suitable pauses and leaving no time for relaxation 
or recreation, cannot, but impair labour efficiency. If the worldng 
day “is of a shorter duration the worker will put forth better effort, 

(8) Fair and Prompt Payment. A well-paid worker is generally 
contented and puts his heart into the job. This is especially so if 
the wa'ges are promptly and punctually paid. If the workers are 
■not paid well or paid in time, they lose all interest in the job. 
The job is thus not done well. A good wage will ensure an ade- 
quate supply of food, clothing and healthy housing conditions 
which must improve efficiency. 

(9) Labour Organisation. An organised effort is always more 
. effective. If labour is properly organised both inside the factory 

through a proper division of labour and outside in the form of a 
strong tra^ union, their efficiency will go up. 

(10) Social and Political Factors. Social Security Schemes 
guaranteeing freedom from want and fear, and which remove the 
dread of unemployment that always hangs over head like Damocle’s 
sword are bound to invest labour with dignity and respect. They 
will be in a mood to work better and to give their best to the 
community. Uncertainty about the future is ' demoralising and 
detrimental to labour efficiency, optimism and freedom are condu- 
cive to labour efficiency. 

pi) Why Indian iMbour is less Efficient It is well to re- 
member that production is a co-operative effort and labour efficiency 
does not merely depend on personal qualities of the workers. Other 
rpu j- ^ 1 beyond worker’s control arc more important. 
Ihe Indian labour is comparatively Jess efficient not on account 

because of natural, and environ- 
mental factors. He lives in enervating climate which gives him a 
poor phjrsiqtio and the extreme heat and cold render the factory”* 
work a great ordeal. The mere pittance that he gets enables him 
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just to oke ont miporablo <>'ci‘5tcnco. The factoiy conditions nro verj’ 
depressing nnd nlicn to liis nnturnl tastes. The vvork in no pk nsurc ; 
it IS nil dnidgery. The entrcprencurinl skill nnd factory equipment 
nro of n low order. Little uonder that he is not very cfiicieiit. Up 
is condemned to long hours of work which compel hint to snnteh 
leisure Fomcliow. He i” illiter.alo and consetv.ativo. Conditions 
being ns they are, it is really surprining that he can even do the 
amount of work that ho is doing. 

12. The ndvnntngc of an effident labour*. An efficient labour force 
is a great blessing to a country nnd a powerful instrument of economic 
uplift and regeneration. Thej' will not need much supervision and will 
not ■nasto material or damage machinery. Tlioy work more intelli- 
gently nnd show initiative nnd rcsporisibility. The whole atmosp- 
here will bo heartening when cordial co-operatioh pervadc.s all round. 
They will be able to lake patriotic interest in the indubtry. Inorcas- 
cd output at dccreaoed cost will give a pull to the country in inter- 
national competition. The Japanese industrial supremacy i.s largely 
duo to Japane.so labour. 

13. Mobility of Labour. Efficiency of labour also depends 
upon mobility of labour wbich is of four types ; — 

(а) Qcogra])hical mobililij, ».e., modng from one place to another 
in the same counlrj' or from one country to another. Thi.s mobility 
is difficult. Man ordinarily dreads a change. Dificrenccs of langu- 
age. customs, laws etc. are great doterrents. Nobody likes to 
move into strange environments for n pottj* gain. 

(б) Horizonlal mobililtj. This means mobility between one 
ocoup.ition and another in almost the same level, c. g., a carpenter 
becomes a blacksmith. This typo of mobility is not bo difficult, , 
although it is not eo easy either. 

(c) Vertical vwbility. This implies a change of occupation from 
a lower to the higher order, c. g., an ordinary mistri becomes an 
engineer. Only talented persons are capable of effecting such a 
mobifity. 

(d) llobilitij between industries. This is the easiest provided 
there is no change in the occupation e.y., a clerk in a sugar factory 

' takes up a clerical job in a cotton mill. r 

Llobility of labour is very advantageous. If labour in a 
country has a fair degree of mobility economic adjustments will 

- bo easy and smooth. The economic system will not suffer from 
jolts and jerks which may mean so much human suffering. The 
consumer’s preferences will bo readily inteiproted. The system 
will bind and not break under any abnormal pressure. 
Any economic system which suffers from certain rigidities, e. g., 

- of costs, will be subjected to a severe strain in times of depres- 
sion and in face of keen foreign competition. Flexibility of the 
system is a great advantage and mobility of labour is highly condu- 

^ civo to this flexibility. 
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14. Use of Machinery. Modern age is the age of machinery. 
Although man always used some sort of tools and implements yet it 
is quite different today. The machine dominates the man. Ma- 
ohino’s of enormous strength, of wonderful delfcacy and amazing in- 
trioacy have taken possession of almost the entire productive 
system. Mechanisation has gone to lengths undreamt of before. In 
the coal mines in Germany, from the bottom of the mine to the 
delivery of 'the coal at the other end it is untouched by human hand. 
Man seems to have become almost superfluous. 

15. Advantages of the Use of Machinery. Introduction of 
machinery offers great advantages. The advantages can be traced 
in the improvement of the products, the relief to the worker and in the 
general rvetfare of the community, 

(1) It is only through machinery that man has increased his 
mastery over nature, so that its stupendous forces have been harness- 
ed into the service of humanity. Electricity which is so ' useful to 
man has been generated from waterfalls with the aid of machinery. 

(2) Physical limitations of time, space and gravity are fast 
disappearing. The sensational discovery of the atomic bomb is 
likely to bring about a revolution in the world of transport and in 
every phase of mechanical production. The possibility of journey 
to the moon is not ruled out, 

(3) Human hands could not work so fast. A cigarette factory 
can produce 250,000 cigarettes in a minute. A very ordinary bulb 
factory in India is making 2,600 bulbs daily. You cannot count the 
number of pins that can be made by machine, A handworker stands 
aghast at such speed. 

(4) The, machine works with wonderful precision so that every 
article turned out is exactly like another. Without such a stan- 
darised production and without machines with interchangeable parts 
modern industrial system would not have achieved anything. - , 

(6) Processes in different industric s being very similar, labour 
has been given added mobility. Intorconvertibility of industries has ■ 
been rendered possible., This has been amply demonstrated during 
the war when the industrial system promptly responded to the call 
of war. 

(6) By the production of cheap and serviceable articles 'and by 
the extension of transport facilities the community has benefited 
immensely. Printing of cheap newspapers and books, which has ' 
been made possible by machinery, has been an effective means of 
enlightenment. 

(7) The worker has been relieved of arduous and disagreeable work. 
Ho has got more leisure by the shortening of the working day. 

(81 The level of his intelligence, skill and dexterity has gone up. . 

16. Disadvantages of Machinery. But there is the other side too. 
Congested, dingy and insanitary cities, over-crowded factories with all 
their attendant dangers to human morals, exploitation of women and 
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children, loss oj independence by the craftsman arc some of the by- 
prodnots of the use of machinery. The craftsman has been reduced 
to the position of a machine lender. We know to our cost how 
machine competition from abroad destroyed our indigenous industries 
and the producers of Dacca muslin swelled the ranks of the unskill* 
ed labourers. Man is treated as a mere cog in the machine. Artis- 
tic production has disappeared. Sheddy and unreliable goods produc- 
ed for profit have flooded the markets. All the evils of factory sys- 
tem and capnialism are laid at the door of machinery. 

17. Doss Machinery Create unemployment ? How far is 
machinery responsible for the displacement of labour or unemploy- 
ment? Luddites destroyed machines on the ground that man would be 
thrown entirely on the scrap heap. No doubt, the immediate effect 
of machinery is the displacement of labour. Those who are displaced, ' 
especially the old hands, may never get a fob and those who do 
may be* able to secure less remunerative employment. To what 
extent man will be displaced, and for how long will depend on the 
adaptability of workers and the abflity of the entrepreneurs to 
adjust to the new situation ? 

Adjustments are sure to be made and ultimately, and in the 
long run, there uill be a much larger volume of employment. Who can 
doubt that England today provices employment . for infinitely 
larger mass of people than it could do before the industrial system ? 
More employment is created in this way. \Machino-made goods are 
cheaper ; demand for them increases and the larger volume of 
production will reabsorb some people ; or demand for some new 
goods will be created and men will be required to make them.’jjf 
men do not buy more goods, they will save ; capital will accumu- 
late and more industries will be 6tarted.''‘^Men will bo needed for 
making/ machines, for repairing them and for doing so many allied 
jobs. IHie number of new openings created by machines really passes 
one’s imagination. 

18. Division cf Labour. What it is ? Besides the extensive nse 
of machinery discussed above, another outstanding feature of 
modem production is the division of labour. As a matter of^act 
division of labour and the use of machinery go hand in hand. One 
leads to the other. We find today that the malnng of an article 
is split up into several processes and each process is carried out by 
a separate group of vcorhers. 

The processes may be further split up into sub -processes. 
Making of cloth, for example, is divided into spinning, sizing, 
weaving, finishing, etc., to take only the chief processes. This 
splitting up of the process of manufacture is known in Economics as 
division of labour. Thus it is a traditional term, specialisation of 
labour seems to he more appropriate. 

19. Stages of Division of Labonr. Division of Labour has 
developed by following stages ; — 

I Stage — Division into occupations. Carpenter, weaver, blacksmith, 
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etc. . Each crafbsmai^ inade a complete article and worked independ- 
ently on his own account. He was his own employer. 

■, , JI Sidge—Division into industries. The worker no longer works 
in hW home but .works in the factory, instead. Howeyer, he still 
does the whole , 30b. , , Instead of making the chair at home buying 
his, own raw materials he now works in a furniture factory with 
raw, materials; supplied by the factory . owner. But he makes the 
whole chair... 

, . IIL , Stagef-r.Division: :into complete processes. Eor example 
'maWng of cloth is split up into spinning, weaving, finishing, etc. 

I ‘ I F; Stage— rDiviston into Incomplete processes. At this stage each 
■^of the processes (say spinning or weaving) is further split up into part 
processes.' ’Division of labour has become at this stage very minute. 

20. Kinds of Division of Labour. 1. Simple Division of 
Labour. It means the doing of a big 30b (say lifting a heavy load) 
by the combined effort of a number of men. Each man alone will 
not be .able to do it. The job is not split, up into parts. ' 

2. Complex Division of Labour. This is" division of labour pro- 
per. The 30b is siplit up into different processes and each process is 
done fay a separate group of . workers. 

. 3. , Territorial or Oeographical Division of Labour. , It is division 

of labour, by , territories. . A particular territory or a locality comes 
to specialise in a'oertain industry, .e.p.-, hosiery industry at Ludhiana. 

■I . We -discuss the' problem ' of localisation of industry, its advan- 
; tages and disadvantages/'eto., in Chapter X (?) qn Agents of Produc- 
tion — ^^Organisation. ^ 

■ ’21. • Advantages of Division of Labour. . Several advantages 
are claimed for the system of division' of labour. Adam Smith’s 
contribution to this'pa'rt ’of the economic theory is still regdrded'as 
classic. Division of labour has proved ^ beneficial in the following 
, ; ways/<^ ■ ^ ' ' , . , 

• nl) Incnecfbe in Productivity. Adam Sn;uth,ta.kes the ' example of 
the' pin-mahihg .industry ! to illustrate the immense increase .in pro- 
ductivity. ';.He-jdesqrihes pin-making, as' divided into l8 distinct 
operatioiis.'’'.Ten hum can make 48,000 pins in a day ; one .worker 
may therefoie'.be’ considered to have made 4,800‘pihs in di'day.- In 
. the absence' of /division of labour and machinery; dne man could 
scarcely have made one pin in a day and certainly not twenty. 
There is no doubt that .the productive capacity of the community is 
immeasurably, greater today than ever it was. . 

Ik increase in productivity ' due simply to division of labour ^ 
That the .system of, division of labour has Vastly increased, the pro- 
ductive capacity of the community, there cannot be the' least doubt. 
Bat it is wrong to attribute the entire increase in, productmty to 
division of labour to the ^neglect of other .contributory causes, 
The advancement; of teohmcal knowledge, various ih'ventions and 
discoveries and the accumulatidij of' capital are the other important 
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factors wliich have added to the productive capacity of 
the community. Science has enhanced tho productive capacity 
of land , education has improved tho quality of the human 
factor. All have combined to increase productivity. With- 
out siich an incroa'c in productive capacity, ns Bonham says, * a 
fraction of tlio present population could exist and that fraction 
at n very low standard of living.’* Increase in productivity is not 
emirely duo to division of labour. 

V (2) Increase, in dcxlcrity and shU. Practice makes a man per- 
fect After repetitive performance of the same task, a worker 
becomes an expert and there is instinctive co-ordination of tho 
muscle and the mind. I'lic worker acquires {in aptitude for tho 
]ob if ho had it not already. He becomes more skilled and acquires 
greater dexterity. 

^(3) Invtnltoris arc facilitated. Tho mov cment becomes mechani- 
cal. Tho worker’s entire thought is not absorbed in his job. He 
can freely think how to d i it still bettor. New ideas often occur 
and tho 'worker is able to make some inventions. Division oX 

2 iir_ gives experience and exponenoc lends to inventi&ii^ 

(4) Iritroduction of machinery farililalcd. \7hen a man is doing 
same job over nod over again, ho will be able to think out how ho 
can got himself relieved by tho uso of some mechanical contrivance. 
Division of labour reduces each process to a simple mov'cmont 
which has to ho repeated. A machine is bound to take over this 
simple movement sooner or later. Division of labour thus serves 
nfii, stepping stone towards the introduction of machinery. * >. 

^(5) Saving in lime. Under the system of division of labour, a 
worker has only to do one process or a part of a process. Loss 
time is needed to learn a specialised trade than will be needed in 
learning the whole trade. But the worker becomes a specialist and 
commands a higher price for his services. 

(6) Saving in tools and implements. When a worker has to 
^^rform a part job only, e g., making tho legs of a chair, ho need mb' 
be supplied with a complete sot of tools. Thus one set of tools can 
serve many workers at tho same time. If, on tho other hand a 
carpenter has to make a complete chair then he will require all the 
tools but he will not be using them all continuously. Some of 
them will remain idle. This means a loss of capital. Thus the 
system of division of labour is economical from tho point of view 
of tools and appliances. 

-.y U) Diversity of employmenl. Division of labour increases the 
number and variety of jobs, employment is diversified and tho 
mass of the workers have got a wider choice of jobs, so that each 
worker gradually gravitates to the work for which ho has eat an 
aptitude. ° 

-(8) Large-scale production. Division of labour involves produc- 
. tion on a large-scale. The commumfy reaps all the economies of 
^arge-soale production. Cheaper goods are placed at the service of 
1 Benham — Economics 1940, P. 121 — 
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the community«* and the standard of living and comfort improves. 

Production improves not only in quantity but also in quality 
i>ecause under division, of labour goods are made by workers who 
are experts, i.e., who have been made perfect by practice. 

V (9) Right man in the right place. Under division of labour 
workers are so distributed among the various jobs that each worker 
is put in the right place. There are no round pegs in square holes'. 
When right men are placed in the right place, higli efficiency is 
assured. 

Division of labour is thus highly beneficial to the community. 
We may conclude in the words of Adam Smith, “ it is the great 
multiplication of the productions of all different arts in conse- 
quence of the division of labour, which occasions in well governed^ 
society that universal opulence which extends itself to the lowes^.^ 
ranks of the people.’’^ 

22. Disadvantages of Division of Labour. We have seen divi 
sion of labour enhances the productive capacity of the community. 
But as Chapman puts it, “productiveness of a method of production 
is not the sole test of its value — to get many commodities is not the 
only end in life.” Wo have rather to see how man, for whom 
production is meant, has been affected by the division of labour. 
Considered in this light, it has not proved to be an unmixed blessing. 
The following may be mentioned as some of the disadvantages of 
labour % , 

Monotony. Uuder^ division of labour a worker has to do the 
same job over and over again. The work becomes monotonous and 
tedious knd is devoid of all pleasure. It is drudgery, pure and 
Simple. Variety is the apice of life but this variety the system of 
division of labour denies to the worker, 

-^(2) Retards human development. A person’s development, physi- 
cal and mental, is greatly affected by the job he is engaged in. An 
agriculturist is sturdy and strong and a shop-keeper or halwai ha^s' 
peculiar contours in his body but is mentally much more alert than 
the peasant who is conservative and whose mind works slowly. 
Under division of labour, a worker has to repeat the same move* 
ment. , His muscles and mind move in the same direction. The 
narrowing effect of the job on the physical and mental develop- 
ment of the worker cannot be ignored. The development of the body 
and the mind is retarded. ' 'Repetitive movement cramps a person’s 
mind and narrows his out look. ' Monotony is soul-killing. Charlie 
Chaplin’s picture ' Modern' Times ’ may be considered quite a fair 
representation of the adverse effects of the division of labour on 
workers. 

(3) Industry de-humanised. Under division of labour a worker 
is engaged in making only a part of a thing, say legs of the chair. 
Different parts of the chair are made by different sets of people. 
If it turns , out to be unsatisfactory, no one will own responsibility. 

Adam omith— An Inquiry into the Nature and Causes of the Wealth 
of Nations Annotated by Mo Culluch, p. 26. 
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‘Everybody’s business is nobody's business.’ The making _o£ a 
complete article gives pleasure to the maker. He takes pride m it. 
It safcisSes his creative instinct. The article expresses the person- 
ality of the maker. But all these things are impossible imder divi- 
sion of labour. The worker loses all sense of responsibihty and 
pride in his work. Human touch is gone. The industry is thus ae- 
humanised. 

'ljky(t) Loss of skill. The master craftsman loses his skill. He 
knows Only either spiiming or weaving, making the legs of the 
chair or its seat ; he does not know how to make the whole chair. 
This is a great loss. The workers are unaware of the complete 
processes. , They are just semi skilled, knowing only a part of 

^ ^ 

of unemphymeni. Knowing only a part of the 
'b tl^ worker ’S in the danger of becoming unemployable. He 
owe only to make the legs of the chair. If he happens to lose his 
•esent job he may not able to get employment elsewhere, for there 
may be no vacancy in the particular job that he knows. If 
be knew the making of the whole chair his chances of getting 
employment will -be brighter. Too much specialisation . is thus 
bad from the point of view of mobility of labour. 

Disrupts family life. Division of labour facilitates employ- 
ment of women and children, for there are jobs for all types of 
workers, strong and weak. The infloj: of women into the factbiy 
disrupts domestic life and the employment of children involves the 
wastage and deterioration of valuable human resonroes of the 
’ nation. 


(7) Division of labour and ths evils of the faclory ’system. 
Division of labour is associated with the factory system which has 
given rise to many evils. The countryside is contaminated with the 
foul smell ; overcrowding endangers morals -, insanitary surround- 
ings spread disease. Man becomes a slave of machine' and of the 
factory owner. 

Evils of territorial division of labour. Territorial division 
or labour baa disadvantages of its own. It leads to localisation of 
industries, which brings about too much dependence of a locality on 
some particular industry. It narrows the field of employment and 
brings down the average of the family income 

23 Condnsion. Division of labour has, however, come to stay. 
Short-ening of the working day and thus increasing leisure and diffu- 
sion of education and raising of remnneration are some of the 
measures that can be adopted to counteract the bad effects of 
division of labour on worker’s life and personality. 

Does it mean that under the system of division of labour, d worker 
is put on the work for which he is best fitted ? Hot necessarily. The ■ 
employer, of course, makes every effort to fib in every person in the^ 
job for which he is best fitted. But it may not be always 'possible. 
It all depends on demand. Ko worker is so specialised as not be ~ 
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able to do anything else. Of the' several alternaiive jobs that he 
may be able to do, he.%vill get one for which demand exists and this ■ 
may not happen to be his best. i ' 

24. Requisites of Dmsion of Labour. If division of, labour is 
to be satisfactorily carried out certain conditions must be fulfilled. 

(1) Large-scale ‘production. Unless production is on a large 
scale division of labour will be impossible. There will.be some sense 
in putting one group of workers on making legs of the chairs and the 
other backs j etc., if a very large number of chairs have to be 
made. ' ' . ■ 

' (2) Production riiust - be continuous. ^ Unless ^production is con- 
tinuous and all processes are simultaneously carried on the work of 
different groups of workers will not be properly co-ordinated, ,, 

.(,3) Spirit of co-operation and intelligence. Unless the workers 
can co-operate' with one another and have the intelligence to ‘.under- 
stand tue various aspects of the job, division- 6f labour will not ' -be a 
success. - 

(4) . Organising ability of entrepreneur. The entrepreneur must 

have the requisite organising ability otherwise division of labour 
cannot be properly arranged or organised. ^ 

(5) Extent of the market. Finally the limiting factor is the 
extent of the market. We discuss it in the next section. 

25. Division of Labour is Limited, by Market. This is so 
ob'^ous;* If the shoemaker is able to dispose, of one shoe in six 
months, it will look foolisb if he sets half a dozen persons on the 
making of soles, half a dozen on the maldrig of uppers and another 
six. persons in joining them. There must be demand for his product 
before he can adopt such methods. Division of labour implies large- ' 
scale production and it is meaningless to produce more in the 
absence of a market for goods. Market must either be there or it 
must be created for goods produced under the system of division, of 
labour. The limiting factor for the introduction and extension of 
labour is, therefore, the'existence of a wide market. • 

But no individual entrepreneur looks at the matter like this. , 
He considers the market while fixing the size of his plant and when 
ho has done that the extent of the ^vision of labour will depend on 
the nature of the machinery installed and the number and variety 
of the people employed. It will depend also on entrepreneur’s own 
organising ability. The human limitations of the division of labour 
seems to be more important. 

Market also depends on division of labour. Under division of 
labour production is done on a large scale which means cheaper 
production. When goods are cheap more people will buy 
them. This the boundaries of the market are extended. Thus 
division of labour and market are interdependent. But it is more 
true to say that division of labour is limited by the extent of the 
market; . - , 



CHAPTER IX 

AGENTS OF PRODUCTION-CAPITAL 

Importance of Capital. Capital plays a vital role in tUo modorn 

productive system. As a matter of fact production is unthinkable 
■without capital. Can you think of agriculture without the plough, 
or flour without the flour mill, or ice without the ice factory 1 
Even in the most primitive society some tools and implements have 
always existed. They have assisted the primitive man in the 
work of production. 

Capital consists of tools and appliances and machinerj', of raw 
material and of cash for payment of wages and other incidental ex- 
penses. All these things are absolutely essential in productiojj^ 
Without them production on any scale and of any type is impossil^'.'- 

Adequate and suitable supply of capital can aid in prodij^g 
things on a largo scale and things of the right quality. 
wide range of modem production as well as the mass scale on wf^oh; 
it is carried on is- all due to the help that production receives froinr' 
capital. 

Standard of living can bo maintained and improved if nation 
has, at its command, suffleient amount of capital. Indian masses are 
inexpressibly poor and their standard of living is incredibly low 
because wo have got insufSciont capital. 

Economic development in any direction needs capital goods. If 
India is to be made self-sufficient, we must have machinery, to carry 
out irrigation projects, tube-well machinery, tractors, etc. Machinery 
is also needed to accelerate industrial development. 

Vast areas in India of culturablc waste can be brought under 
cultivation provided wo can get the requisite machinery, like bidl- 
dozers. Machinery is also needed to construct roads. Thus it is 
impossible to advance economically without capital. 

We cannot even provide adequate defence without capital. 
America is rich and has abundance of capital. She can have army, 
navy and air force which can be the terror of the world. What can 
a poor country like India do ? 

In the absence of capitaHand will lie barren, labour will remaW 
idle and organisers will be seriously hampered in their productive, 
enterprises. Capital oils the wheels of the productive machine. 
Thus the role, that capital plays .hi production cannot possibly 
be over-emphasised.' ' ’ ' 

1. The Nature and Meamng of Capital. Widely different ■views 
are held by economists about the concept of the term capital. As 
Chapman remarks the term 'is current in distraotingly discordant 
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goods' have' reached -the cormimers; yet 'the matter is not finished. 
‘They’ will still continue to yield a -flow of service for many years-as 
■'in the'case of durable' goods like houses, furniture, radio sets, cars, etc. 
Tt is for these services that these' goods are valued; 'Also, that some 
further' transactions are still j)ossible;''' One may decide to let out his 
house or'Usedns car as' a taxi;’ To Benhain it seems odd that a 
doctor’s- car ' shcTuld he regarded‘-as capitail when he goes to visit a 
patient andhdt' capital when it.is ' used for the family for an outing. 
He would,'! therefore; 'regard hll these goods as capital, ' Anomalies 
like the , above are bound to arise. _ But it is not difficult to know 
' whether /a’ ! good, is primarily meant for getting an income or not. In 
the former .case we .can put it in the category of capital. 

^ * 2. Some Doubtful Cases. Is land capital^ Land is not regard- 
’ed as capital because {o) Und is a free gift of nature but capital is 
•man-made ot • is a' ‘produced’ agent ' of production ; (6) capital is 
perishable whOTeas land is iiidestructible and ‘ permanent, (c) capital 
is mobile' but land has no mobility ; {d) the ; amount' of capital can? 
be increased but the quantity of land is fixed and limited ; (c) in- 
home from capital' is uniform, whereas that from land varies. 

But these -differenbes are exaggerated. Some ; of these are 
superficial.' 'Land' alone is' not a gift of nature but other factors, too, 
at any fate in ".their original form, are natural gifts. ' A very impor- 
tant elemCnt'of land is also inan-made. ' The human factor has turn- 
ed deserts "into fertile lands through irrigation and'other land im- 
provement schemes. The 'land of man is as visible as that of ' God. 
Lilce capital' land , is' also perishable to some extent, for repeated 
cropping 'destroys its productivity. We may not be able to increase , 
the land surface but we can increase its productivity. It is just like 
increasing the area'/ Land is also mobile in. the sense that'the pro- 
ducts of land can be transported from one place to’ another. ' As for 
,the .incomes we might saythat land or capital, of same value brings 
,,the -same*^ income^,, It would' be, 'more logical to'. regard land as 
, capital .'from "the ’ indiyidua^ pou3.t ,ofyiew.,^,The difference between 
hhe twojs.not of kin4hut.of.aegree'‘ohly.’.' • ' 

' ' '.But although peculiarities .'of land may be exaggerated, yet the ; fact 
-remains' that land is not .the same thing as capital.. .There; are some' 
fundamental differences which make capital a : distinct, factor of 
.production. . . . r 

■ (1) , Land is. permanently limited.' Its quantity can never be 
increased ; other things like capital are fixed only , temporarily 'and 

(2) Economic progress' reaction land 'in: a; different manner. 
As the community, progresses .economically and adyances-in- civilisa- 
tion, other' things become cheaper.-;' Eor example.rate;, of interest 
falls ; the rate of profit also falls;' 'Both ; capital and entrepreneurial 
service become cheaper but rent rises; i.e., the yalue of the.service.of 
land .increases.'' ■ • .! ’.i';.;-' ■ > - . • . , 

(a) Is' money capital 1 Th an exchange economy all capital must 
take a morietary 'form. - But -whereas all coipital may- be money,- all 
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money is not capital Before money can become capital, it must bo 
invc'-tcd and used for production purposes. Jlonoy must be 
spent in the purchase of machinery, materials and other resources and 
used in hiring of labour. Then it will indeed !)0 capital for it is then 
used in production Rs. 500 lying in a cash bo.x are not capital. If 
they arc spent on son’s marriage or on building a house they are not 
capital, though they may bo wealth. All capital is wealth but all 
wealth is not capital. Unless money bccomc-S a source of income 
or an agent in producing further wealth it cannot be capital. 

■What about capital of a joint-stock companj’ or capital value of 
National Debt 1 From the point of view of the shareholder or slock 
holder they arc certainly capital, because, they yield an income. 
But from the jraint ot view of the company or the govemment^hey 
represent a debt. To the e.xtent that oomjiany’s capital is inve-sted 
in machines, land building, furniture, etc., or national capita! in roads, 
railwa 5 's, canals or other income-yielding assets they arc capital. 

. But if the national loan has been spent in war, t.s., for destructive 
purposes, it cannot be truh called capital. 

• (6) Are personal qualities like a surgeon’s skill or a typist’s 
dexterity capital 1 No. We have already excluded these qualities 
from the category’ of wealth on the ground of not being transferable. 
It is argued that if a man invests Rs. 2, (XX)/- in learning dentistry 
and similar amount on dentist’s equipment, why should one be re 
garded as capital and the other, not ? A pertinent question. Adam 
Smith says, “ The_ improved dexterity of a workman maj’ bo con- 
sidered in the same light as a machine or instrument of trade which 
facilitates and abridges labour and repays the expense with a profit.” 
But there are good reasons for distinguishing between tbe dead equip- 
ment and the living conscious person Some economists ore prepared 
to get it a courtesy title of personal capital. 

(c) What alwut the free agents like rivers and mountains ? 
Again, it seems illogical to regard canal as capital and exclude the 
rivers from this category, although rivers may be more useful. Here 
again we depart from logic and tread the path of convenience. Such 
things are not capital in the accepted sense,, because capital refers to 
‘produced’ agents of production. Th^ are, however, sometimes call- 

natural capital. « 

(d) Is all wealth capital? There is another view of capital, a very 
wide one. It regards all wealth mpiial on the ground that everything 
that a man possesses does directly or indirectly exercise. some in- 
fluence on the production of wealth. H, for example, a man’s house 
got accidentally burnt up, he wil! have to build. For this purpose 
he will have to divert productive resources from other directions and 
his income IB bound to be adversely affected. Anything the presence 
of whit* helps m production and absence of it retards it, must 
obvio^y he regard^ as capital. There is another argument to 
support t^s view. Eyeiythmg yields a flow of satisfaction, i.e., in- 
come, and hence everything must be regarded as capital. 
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Power to save in the case of an individual depends on the surp- 
lus of income over expenditure. In the cose of a nation it depends 
on the efficient organisation of trade and industry, dovclopmont of 
means of communication and transportation and the gearing up of 
the credit and banking machinery. Fullest exploitation of natural 
resources and the highest devolopraent of the human resoiircas 
through a sound system of education and public health cannot fail 
to exert their influence in augmenting the capital resources of the 
country. 

The will io save depends on the various motives uhich actuate 
human beings to save, e. g., family affection, the desire to rise in the 
estimation of one’s fellow beings and to acquire social and political 
influence or merely the desire to win success, the relative importance 
attached to present and future gratification, etc. Some persons by 
nature discount the future at a heavy rate and with others saving 
has become almost instinctive. 

The security of life and ftoperty provided by a stable govern- 
ment strengthens both the will and the power to save, so also the 
'variom chanTwh of investment e.g., banks, insurance companies, exis- 
tence of sound commercial enterprises, the issue of government 
securities, etc. 

High rate of interest also acts as a powerful lever for saving. 
Many more people arc induced to save and the stream of saving 
secures numerous tributaries. But the influence of rate of interest 
is exaggerated. Not many who save really think of the rate of 
interest. On the contrary, some people who wish to provide for a 
fixed income for thcmselvas in old age or for their dependants, 
would save more when the rate of interest is low and vice ver-^a. 

What is the effect of social legislation like social insurance and 
old-age pensions on saving ? Possibly the workers mav feel so 
secure that the edge of desire to save is blunted. But wc believe 
that the urge for saving is quite deep-rooted, and people always 
save if they can. Even if the workers do not save directly and 
they spend more on themselves, this will enrich the human capital, 
iniprovo efficiency and will add to the productive capacity of the 
nation. 

Saving is no doubt the source of capital. As Adam Smith re- 
marks, 'Capitals are increased by parsimony and diminished by 
prodigality’. But it will be appreciated that mere saving is not enough. 
An Indian peasant saves and buries the saving under the earth. 
These savings are inert and dead and no capital In order to turn 
saving into capital a further step is necessary, i.e., investment. 

6. Saving versus Spending. If a nation saved the entire sur- 
plus over the minimum consumption, will if aid or retard produaion ? 
Most probably it would hamper production. Too much saving 
would mean investment in producer’s goods and less demand for 
consumer's goods. It will inevitably lead to over-production and 
depression. Too much spending, on the other hand, will lead to 
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raising of the standard of living now without making provision for 
the future. Most of the money will be spent on consumer’s goods. 
The production or replacement of producer’s goods wiU bo neglected 
to the, detriment of prod-uctivo capacity of the country. Saving 
and spending both stimulate production. Speiiding seryes as a bettor 
indicator of the direction of productive activity, but saving turned 
to capital may lead to , misdirected ei.lerprise. Saving tabes away 
purchasing power from the rich and’ possession to the workers thus 
iricre^ifag demand for necessaries and curtailing demand for luxuries. 

Classification of Capital. The following are the main 
forms of capital ' . . . ‘ 

' Private or Individual capital. Capital, owned . by an individual 
is called private; or individual . capital, e.j/., bis factory, buildings, 
professional equipment, etc,- ; ; . 

Social Capital — Instruments of production or sources of in-' 
come owned by the society or community collectively or in common' 
is Calk'd social 6 t| communal' capital, e.g./ state railway, irrigation 
worksj'hydro-elecCric works or' government factories. * * 

• ' ' National Capital: It is the sum total of the capital of all indivi- 
duals in the nation, their- mutual debts being ignored.- It is total 
capital df the nation as a w^le. Besides the aggregate of the capi- 
tnl of all individuals in the country, it includes also the social capital, 
i.c.', the income-yielding assets owned by the state or by the commu- 
nity collectively. '• 1 . ■ , , ■ , 

■ Permnal CapiM,;^ It refers to personal qualities, of the, people 
engaged in production, e.g., skill, dexterity, intelligence, etc. They 
arc really not capital, because they are not wealth. . They are not 
transferable.- . , , 

. Mai trial 'Capifal~ll stands for land,rbuildmg, machinery,- etc., 
which arc material or tangible instruments of production. .. ■ : . 

, Consumption or Con stmer’ 8 Cap{(al~Jt refers .te food, clothing, 
shelter and other- means, of .subsistence provided to the workers^' 
while they are engaged in the work of .production. 

Production Cttjntal. It includes machinery, tools and appliances 
used in production. - , . . , 

br '/yacraftt’c’Cupi/aZ. ' It refers to that part of a man’s' 
wealth which yields an income. ■ : - . 

loanable . Capital. It moans the fund which can be advanced 
for productive purposes, C.J., bank balance, ' . - ■ 

. ; Business Capiigl of an individual consists of the rnonej/" that' he 
has invested in his business; It includes money spenf on pLnnt' and 
machinery known as producer’s goods as well as on those of Lis con-' 
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snmor’s goods from \shich ho m-xy be getting an income by hiring 
tiicm out. 

Fixtd Capiid. It consists of durable produc-'rs* good like fac* 
tory building, plant and machinery which are fixed up permanently 
and give a service for a number of years continuously. In the case 
of a farmer, bc'ides agricultxiral machinery and bmkiings it includes 
improvement of land in drainage, cleaning and manuring. 

Circuhting Capihl. As distincuished from fixed capital, circu- 
lating capital IS not of a lasting nature. It is fmwiied up m a single 
process and serx c* the purpose but once. It consists of ran* ma- 
terials used in production, c. g , leather in the making of shoes, or 
seeds which can be u=ed only once. According to Adam Smith the 
implements of agriculture are fixed c.apitil and money used on pay- 
ing wages and maintenance of lalionr is circulating capital The 
live stock used m agriculture is fixed, its maintenance is circulating 
capital. But the ^tcck reared for sale is circulating cnpitol. Cattle 
kept for dairj- purports i« fixed c.apital. The same thing may be 
fixed capital for one man and circulating for another. The sewing 
machine from the sale of arhich the company gets profit is circulating 
capital hut to a tailor it is fixed capital. 

Industrial capital couaists of producer’s goods, raxv materials 
and consumer's goods in unfinished state and things primarily used 
ns consumer’s goods. Consumer’s goods m the hands of the consn- 
raers are not included nor tho’c things xvhich are primarily used as 
such and only incidentally as producer’s goods. Opinion is divided 
whether consumer's goods in the bands of producers should bo in- 
cluded under this head or not 

Auxiliary capital includes fixed capital ns defined above and also 
the stock of raw materials. The proportion between auxiliniy and 
remimeratory capital depends on (1) nature ot business, (2) relative 
cost of labour and capital, and (3) technique of production. 

Surd, capital is the capital which has become specific or specialis- 
ed and is not capable of being put to alternative uses, capital 

invested in an ice factorj’ cannot bo used say for a hosiery mill. 

Floating capital is in a form that is capable of being used for 
several purposes, e g., money, fuel and raw materials, 

Rtmuncralory capital consists of money or bank balance used 
or making payments to workers. 

"Working capital means cash which a business man uses in nin- 
ning his business and meeting all the incidental expenses, i.c., pajdng 
wages, burring material, etc. 

It Will be apparent that several of these classifications overlap 
and only a few of them are of fundamental economic significance, 

8. Semces or Functions of Capital. Prom the classification 
of <»pital given above some idea can be had as to what functions 
capital is ejected to discharge in modern production. Capital is 
at the service of the entrepreneur. 
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Ho utilises it, in the first 'place, for the purchase of instruments of 
profiuctSon Ike the tools and tho machines and also for the erection 
of buildings. ' 

StconHy, tho entropreneur provides himself, by the aid of capital 
ho owns, with tho necessary raw materials to be used in the manu- 
facturo of finished goods. 

Finally, capital is also used in providing means of subsistenee, 
i. c., consumer’s goods for all thoso who are actually engaged in tiio 
work of production. 

Adam Smith mentions four ways in which capital is employed 
(a) in procuring tho ‘rude’ (raw) produce annually required, (6) in 
manufacturing tho ‘rnde’ produce, (c) in transporting the two ; and 
id) in dividing tho two in suitable parcels for despatch to thoso \vho 
want things. 

Tho point need nob bo laboured that all thoso functions are so 
indispensabio that production without capital today must come to 
a standstill. A nation without capital must be a nation condemned 
to irreparable misery and poverty. 

9. Capital : its Consumption and Maintenance. A "prodigal 
who discounts tho future at a heavy rate lives beyond hia means. 
He sells his land or bouse and buys consumer’s goods to enjoy hira- 
srlf. Ho may then come down to household furniture and utensils 
and consumo them too. Such n minVill be said to bo ‘living on his' 
capital.' Ho has boon consuming capital. Ho neglects to save' 
altogether to replace his old live-stock and worn out implements if 
ho is a farmer, shop equipment if ho is a shopkeeper and depreciated 
plant and maohinoty if he is a manufacturer. He has been able to 
Hvo well, but at what cost t Ho has not provided for tho future and 
he is consuming what he has. Not only he spend.s wliat he earns hub 
he even fritters away his past savings. Soon ho will come to the 
end of the tether and sink into abject indigence. Ho could live in 
grand stylo only temporarily. 

In the same way a nation can temporarily raise its standard of 
Hving by the consumption of its capital. It may devote all its 
labour and capital to tho production of good? of tho finst order 
ntlording direct gratification and neglect all repairs, renewal and 
rcplseevicnt of the capital gowls and jMjrmanent equipment like rail- 
ivny.x, shop-i, factories, and building'*. In course of time they will 
hrwmc all un'^erviceable. The capital of tho community, the 
accumulated outcome of effort and sacrifice of centuries, will have 
diinppc.ared. Th‘" ‘community will awnlte after a short spell of 
pro'jM rity .nnrl high vtondnrd of living and find 5t«elf reverted to 
primitive toudition? with a standard of living unspeakably Icnv.' This 
the consequence of consuming capital. Every country has been 
consuming capitnl during the war, for the creation of new capital 
fljjd replacement and repairing of old have breu almost 

negleeted. 
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It js, therefore, extremclv neceswrv tlmt the capital must be 
mamtamed intact and what Rigou calls ‘physical dkerioration of 

of time plant and machinery, 
buildings, farm equipment and transport equipment must int>vif 
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tums out to™'\SSortc^“^y“' home really 

duction is said to be a round-about on» ™e^ern capitalistic pro- 
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productive and make a better contribution to the satisfaction of the 
community. The standard of living has been vastly improved by 
the use of indirect or roundabout methods of production. 

Methods are not always roundabout. Inventions and discoveries 
do often take place which succeed in abr.dging and shortening the 
productive process. Modern production is called roundabout be- 
cause more effort is being exerted on the production of producer’s 
goods, which in their turn will produce consumer’s goods. Mere 
roundaboutness is no special qualification. The roundabout process 
may not be the more economical but it is generally found that the 
roundabout methods are economical. As Chapman remarks, ‘A 
process is not more economical because it is more roundabout. But it 
happens that the more economical ways of doing things are frequ- 
ently the more roundabout.’ JDr. Hayek compares the capitalistic 
method to ” a fan which opens and closes as the methods employed 
are more or less capitalistic and clearly the more the fan j,opens, the 
greater the interval of time between the placing of the raw materials 

and the marketing ot the final product,’ 

^ * 
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chapter 

AGENTS OF PRODUCTION-ORGANISATION ' 

Role of the entrepreneur 

1. Introduction. No factor of production alone can produce 
anything. Land left to itself may grow something but that some- 
thing may be considered negligible in view of tho magnitude of 
modern requimments. Labour of to day has pot only limbs to offer, 
and capital is a lifeless mailer. Thej' nro, besides, to be found today 
Ijdng isolated, scattered and divorced from one another. Some- 
body is needed to bring them together and harness them for use in 
production. This work in modern times is performed by one wlio 
IS called an Entrepreneur, a French word fully expressive of tho 
meaning intended to bo conveyed. 

In the earlier stage of economic evolution, the independent 
worker owned his own land or worlcing place, supplied his own 
capital, worked with his own tools, planned the operations himself, 
and stood by the result .of the venture. He uas in short tho landlord, 
the labourer, the capitalist and the entrepreneur all rolled in one. 
But considering the intricacy and the scale of production today and 
the nature and magnitude of problems involved in modem produc- 
tion, undertaking of all these responsibilities by one man would be 
sheer madness. 

2. Emergence of the Entrepreneur and HJs Functions. In 
these days of specialisation a now Bpeoiolist has mado his appearance. 
He specialises in the work of organisation. He may own no land of 
his own and probably no capital, and ho will not* bo expected to 
labour in tho ordinary sense of the term. Ha possesses one thing, 

». e., organising ability and business acumen. He will be able to 
get land on rent, borrow or raise capital and hire labour and put 
them all in an effective combination. He makes them work in per- 
fect harmony using each factor in the right proportion so ns to yield 
the best results. 

The part of the entrepreneur consists in co-ordinating and corre- 
lating the other factors of production. He organises the work, starts 
and supervises it and faces the issue. He undertakes to remunerate 
all the^ factors of production : to pay rent to the landlord, interest 
to capitalist, and wages to labour, and pays them as production goes 
on in advance of the sale of goods. The residue, if any, is his. 

• Nothing may be left after he has made the necessary payments, 
then his venture has been miscarried, or it may leave a handsome 
surplus. Whatever may be the outcome he must shoulder the 
risk. 

Everything depends on entrepreneur's foresight. The intelli- 
gent entrepreneur knows that he will make the maximum of profits 
if b e has been able to ^ve to the consumers the maximum of 
satisfaction. If be has anticipated the consumer's wishes right, he is 
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amply rowaidod. Thus organising and risk-tnhing or ‘uncertainty 
bearing, ns it is somotimoa called, arc the two chief functions of the 
modern entropronour. 

3. His Problems. Divoreo and difficult nro the problems that 
the entrepreneur has to tackle in the discharge of his functions. He 
must decide first of all which industry ho sh(>uld enter. He must 
look ahead and select an industry which is likely to 'expand and 
which, being new, offers better rewards. The a'zc of the firm, the 
size which ho can’ efficiently control, rcccivc.s his attention next. 
Having Boleotod tlio industry and brought the firm into existence, 
be most locate his factory in a sviitable ])laco based on the consider- 
•ation of the availability of factors and transport relations with 
regard to markets and materials. The sizo having been decided 
upon, ho must then wrack his brain over the sizh, design and make 
of his plant, got it installed, buy the materials, recruit the labour 
force and deploy it most economically, and thus set the productive 
machinery in motion. 

Hundreds of problems present themselves every’ day for his 
dvieiiauu un’i tmu wrong doewon Tony spoW tww,. Tbio sjwwVAy 
and the quantity of output has als(. to be fixed and effective mar- 
keting organisation evolved. It is indeed a super-humatr task. 

4, Efsential Qualities o£ a Good Entrepreneur. A suc- 
cessful entrepreneur must have tact, patience, sagacity, pow'ons of 
observation and discrimination, bo a good judge of human nature 
and possess qualities of Icadcrsirip. It indeed needs a rare combi- 
nation of qualities of head and heart w’liich "’hi make a siiccoss- 

' ful captain of industry. There arc not Bir1a.s, Dalmias, 

Tatas and Tfaapars in India. 

5. Is he an Arclutect of his own Fate ? ^ut we should not 
commit the mistake of thinlang that the entire productive machmory 
is consciously directed. It is tho output of <multitudin0u8 decisions 
of innumerable entrepreneurs like himself. He finds himself at tho 
mercy of economic forces and is not much of an architect of his 
own fate. The economic structure at any moment is full of mal- 
adjustments, There are always jolts and jerks putting tho factors 
in proper positions tending to make for an efficient organisation and 
thus restoring tho balance. The entrepreneur assumes tho lead but 
cannot always have his own way. 

' 6. Problems of the Entrepreneur. H bos already been 
‘ hinted what problems tho entrepreneur has generally to face. His 
decisions mainly centre round tho selootion of an industry, the size 
of the firm and tho plant, the nature of the output, etc.) Now a 
word about each. 

I The student stiouid coiolully iinderBtnnd tl'O diJToronoo botwoon those 
terms. Tho plant is the unit of produotion, say, a factory or farm. Tho 
firm or company may bo an individual, rofors to the nnii of ownorohip. Ono 
fhm may control soveral plants. Andrew Yulo & Co., Calcutta manages 54 
different ooncoms. All tho firms in a lino go to np an industry. Sugar 

■ ind iRtry ia composed of all' tho sugar companies, Koroin Cliand Thapar & liros. 
is a firm. Tboy own soveral faofcorios called tho plants and they oro members 
of aovoial industries, c.g, coal mining industry or paper industry or sugar 
industry etc. 
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7. Industry. This is the first and the foremost question. 
The entrepreneur must distinguish between an expanding industry 
and a contracting one. A comparative survey of the various existing 
industries will help him to come to a correct conclusion. A study 
of reference books like the Investor’s Year Book or the Bombay 
Stock Exchange Year Book Will enable him to know and compare 
the dividend earning capacity of the various industries. But it 
must not bo understood that tbo decision made once on the point 
is irrevocable. In case ho finds that ho has committed an error of 
judgment, the labour capital can bo diverted to some other industry', 
although some loss will bo inevitable. The entrepreneur may decide 
to extend an existing industry or take up entirely a new one. 

8. The Problom of the Firm. The entrepreneur has to evolve 
a most suitable size of the firm. The larger the firm the bigger, 
generally, will bo the profits. There are several economies of large 
scale production. The entrepreneur will, therefore, be tempted to 
expand his business as much as he can. What limits the expan- 
sion of bminess unit ? 

For expanding a business the entrepreneur needs fresh sup- 
plies of capital and it may not always be an easy' affair to arrange 
for more capital. But the difficulty, however, is not insurmount- 
able. A successful business man who has got reputation for honesty 
and effioiency will find capital forthcoming. People will be willing 
to lend money to him. Einanoe, It is said, is a mere camp-follower 
and what is physically possible is said to be financially possible. 
Several of his requirements he can arrange to buy on credit Capital 
is, therefore, not much of a hindrance in the way of expanding the 
business. 

But there are other difficulties and more formidable ones. As 
business is expanded, prices of factors of production will rise ; more 
may have to be paid m the form of rent, wages and interest to 
attract additional supplies of factors. The costs will, therefore, rise. 
On the other haud, additional output may depress the price in the 
market. The costs will sooner or later overtake the income. He 
will go on expanding till the marginal revenue (additional income 
from the additional output) exceeds the marginal costs (additional 
costs on aooount of producing the additional output). The limit of 
expansion will reach when the margin il cost is equal to marginal 
revenue. By stopping short he will not get the maximum profit 
and by going beyond he will lose. This is a hurdle that the entre- 
preneur cannot cross. 

The highest hurdle comes fiom the human factor- itself, Ae., 
the entrepreneur’s own capacity to manage the business. Entre- 
pteneuis of greater calibre can certainly manage bigger business. 
The business cannot be expanded indefinitely. A point- wiU be 
reached when the entrepreneur will find that his business has be- 
come unwieldy and grown to unmanageable limits. 

Supervision will then become ineffective. Safeguards against 
fraud will add to the cost. Internal - economies ivill gradually 
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disappear and profits will change into losses. This is in keeping 
with the Law of Diminishing Returns which says that when a 
constant factor in (it is case managerial ability) is combined with 
variable factors, diminishing returns will ensue. The business 
unit is said to be a function of the entorpreneurial ability. 

Why a small business is able to hold its own. There are 
several [other considerations which ‘ limit the size. When the 
demand for a commodity is small, fitful and fluctuating, expansion 
of business is inadvisable. The unit in extractive industries like 
agriculture is comparatively smaller than that in the manufactur- 
ing industries and so also in trades like repairing, dress-making, 
jewellery-making, etc., where individual tastes count and standardi- 
sation is not possible. When the articles are bulkydike the bricks 
and cannot stand transport, the unit of business must bo smaller. 

Besides, the small producer in modern times has been helped 
to hold his own against the big producer by development like - 
electricity, co-operative movement and dissemination of scientific 
and technical knowledge through the trade journals and magazines. 
Such knowledge is no longer the monopoly of the big business. In 
these circumstances the producer has not much inducement to 
expand his business, 

9. Problem of the Plant. What should be the size of the plant 
or the factory ? The term plant refers to the producing unit as 
distinguished from the firm which means the unit of ownership and 
control. Just as there is an optimum size of the firm so also there 
is an optimum size of the plant. Partly, the size of the firm will 
depend on the size of the plant. The bigger the plant, the bigger 
generally, 'will be the firm so what has been said about the con- 
siderations governing the size of the firm, will be applioable'here 
too. 

We'have already seen that much depends on demand. When 
the demand is limited, a bigger plant cannot be installed with 
profit. The individualised nature of demand will also act as a 
limiting factor, e.g., a tailoring firm, u restaurant, etc., must be 
a small unit. When the industry is such that proximity to con- 
sumers is essential to understand their tastes and personally attend 
to their satisfaction the plant will he of a comparatively smaller 
size. Lack of portability, too, imposes a limit on the size of the 
plant, e. g., a brick-making plant or a farm producing vegetables or 
fntits, on account of perishability of the commodity, must he 
small. 

In some industries like iron and steel industry the units are 
very large, due to the fact that integeration offers many economies 
of scale. By-products like gases -can be utilised and overhead 
charges reduced. In the same manner the pulp-making and paper- 
making sections of the paper ’industry may he combined or a sugar- 
making pla,nt combined with a distillery. In modern industry, 
therefore, integration movement is.largely responsible for enlarging 
the size of the plants. 
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The Indian Tarih Board report', give eomo idea ns to the 
optimum sire of the plant in the various Indian industries, f. g., 
1000 looms and ‘10,000 spindles for a cotton mill, a cement factory 
nith 00,000 tons daily enpueity, »n iron and steel concern with a pro- 
ductive capacity of 000.000 tons of pig iron and *100.000 tons of 
finished steel, a ‘‘100-ton capacity for a sugar factory and n match 
factory of the daily capacity of 10,000 gross boxes, etc. Thus the 
nature of demand, consideration of transport end the prospect of 
reaping the economic- of scale, especially tho«o arising out of the 
use of the indivisible factors, and the utilisation of the by-pro- 
ducts are some of the factors whicb will determine the sizo of the 
plant. 

10. Problem of the Output— Its Quality. Having determined 
tlic size of the plant, the entrepreneur must nc.'ct decide what 
to produce and how raifcli. A fairly wide range of goods can, per- 
haps, bo produced in that plant. But the entrepreneur will not 
produce all of them or all of tbern in equal quantities. Tlie volume 
of production of each type will be dictated to lilm by bis king, the 
consumer. It is his wish that the entrepreneur %vill consult. Ho will 
produce an output to suit tho scale of preferences of the consu- 
mers. The functioning of the price mcobanisra, ns wo have scon, 
will settle this matter for him. 

In some cases the plant may happen to bo specific and may bo 
able to turn out only one brand of the commoditj'. In that case 
there will not bo much flox'ibility e.xcept that amount can bo in- 
creased or decreased. But it generally happens that, with somo 
minor modifications, it is possible to make a obango in the assort- 
ment of goods turned out. A cloth mill may bo able to make more 
towels or more dhoties or more of shirting according to changes 
in demand. 

Further, the volume of production will bo governed by tho 
condition of trade ; it will c.xpand in a period of boom and contract 
during depression, 

11. The Scale of Production. As for the question Xarpe Scale 
vs. Small Scale production, there are scv'cral factors which tho 
entrepreneur bos to consider. There are certain advantages 
associated with the small scale while the largo scale undoubtedly 
provides scope tor several economies, both internal and external. 

Advantages of Small-scale Production. (1) In favour of small- 
Ecale production it may be pointed out that tho small manufacturer 
possesses greater degree of manoeuvrability. By prompt decision 
and quick execution, bo can change his front and adopt now strategy 
ns the market warfare indicates. Changes can bo made overnight. 

(2) His initiative and responsibility have not been sapped by 
routine. He does not need elaborate system of book-keeping and 
checks to prevent fraud or eliminate waste of labour or material. 
^ Marshall says, ' the master’s eye is everywhere,’ and supervision 
is both effeotiye and sympatbotlo. Hot even the minutest detail 
escapes his notice and everything runs tip-top. 
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f (3) . ^Perspnal ; contact ;>.v^itJi the employees and; a kind.worii 
thrown now and then will nile'out the possibility'i pf a.ytnke ;or any 
other trouble which, may threaten . a .breakdown of the. .productive 
' maohinef .y. ' , , ■ 4 '’ ■“4”- 4'' 

’.;{4) - Personal coiitact'.with',. the.oust^mers, , again, '.j sends 'them 
away most satisfied and ia:{)roductiv'e of good, results.. n,;r-A^ v/ 'u.'io 

.. . .1(6)'- Hi's advantage is 'fthe !'grfeatyt "if ‘'the' demahd^'is.yiocal, 
limited , and eyer-Cbarimhg. • 4""';’’,.” '’'" •••'iCMa y 

' 'v'f'- 7 1 'i. .. iUl^. ‘f P"'.'* “Z C ' 

( 6 ) , He is usually the sole/ proprietor, and,,. enlightened sqlf* 
interest acts as a strong. ’spur'^|,p:hi.s feverish V;,activityv andj^ ttnreniit« 
-ting labour., ■ - >, y-i'r .''r.’T- i-nid '■'•rii.V -ir! 


'■ ' ', With thq'wide dissemihatidn'bf technical ‘khowledgd the nU'^ber 
df.exterrial’ecqnomiesis-increasiDg ’while'that of -Mternal-- economics 
is dedreasihg.'- Thih helps the small pfbduc'ef; ■ 'Alsb/ where business 
cannot be feduced 'to a fbutihe the small pfoducer-has ah ' advantage 
'oVer the big’producer. ..'"'./ '''v 

, . . ' Advantages' of large-scale' prodtiction . ' . La rge-scale production h a’s 
advantages, of its ^ own. / ' ’ , , . , j 

, (l),f;There is much . - greater, • scope : -for < spec ialisatioaJbothljQf 
.labour and machinery;,, ^Everybody can.be put op-the , 30 b to .'whi.ch 
• he 'can, do, the fullest justice and.for every job the ' bea t_mRn --rn,n . - bq 
.appointed,' vf" 


■- IS)" It is well kndwn that a big, welltestablished; dohcerh-' oa'd 
setup specialised machihet^y , A smair'cottoh mill cannot have’'''its 
own finishing or calehdering’plant.- r.’jf 

, .’ ; (3j ’ a big c 6 ricern*can ifastal the most modern "mhohihery and 
also'.iiavb its' own repairing department so that it has'iio^ to ' depend 
ofi .' unreliable hwsins. h'hb sometimes ^'do the' repairing- in ' ' such a 
manner' that the machine 'stop’s as soon as. they turn their back. ' 

. , .(4) ',’;There_ are ‘tlien the ,, .commercial . .advantages' ,bf.‘buymg 
'■a;nd; selling. Seyefal" .producers ‘.compete, to ^secure the 'ycustom 
of a big concern bfi'erihg ‘ favourable- terms ' for ’its •. purchases. 'Oh 
the other hand, a big concern' commands ' a wide market, ' for ‘the 
customer can be'assu'red of prompt and r'icgular supply y 

- ( 6 )-, .Its, .vast resources dnabie it to 'stand, advers'e times ..better/ ' 


. ( 6 ) yit can afford ’tOM, spend ^large amounts ; on research. . and 

experimehtsr which,' in the long run, more than repay .their costs.'. .; 

(7) It can'spend more ihoney on adveftiseihent ahd 'salesmah- 
Ship,'- - o ^ 


, ( 8 ) To a big concern overhead charges 'or snppleraenth^ costs, 

as they are called, coiPe'to much less' per ufiit,- ;These are*’ adminis- 
trative costs or the costs of mariagement, including' the salaries - bf 
.managerial and clerioal establishment; -rent and' cost of publicity and : 
travelling saleteien. ' .‘J -r- r ' - , • ^ ,) -:> ; y 

(9)’ Besides It can tiifh 'waste products or by'pi’bducts-'to •'godd 
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*.m -“"If 

. 8‘»«=K''HfSS o( anislied S?'"*"' “rnjt be uuwiUtag to 

0- *'»rb5tt“Sirrsi ’to“£™rho^ 

STktSva as IWerrial economies _ 

like in the place, the raw materials, the existen^ 

available in concern can ony i a every concern 

dfialets from w subsidiary industri^ o i . ^ ecientifio' 
of technical knowledp external econo- 

^^11 take adv^^fe, J^rtocd themselves 

and technical P K th®y h ^ Cotton 
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economies'isbeino ^^^ g^jjjjQ passes on. , 

-t? P'»«- 1°^ 

?he SirSo??S J'“SS^'°\he T^ifi ^Sd SqSs into 

»^1Xn"r^« — arSd^S 4- 

Indian mdustrie= a,re ^ 

port relation rega ^ rpntraUsation or Localisatjonl 

15 ' What are the Causes ^ the concentration of 

There are several factors known. Our jute industry 

SSSS S »d XeU.da.4 in Bihnt. ,ngan..nduBtoy 
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in U P and Bihar and cotton mill industry in Bombay. Coming 
to the East Partinb, we find instances of localisation districts, < 
c.g., hosiery mdusti y in Ludhiana, wood work in Hoshiarpur, fur- , 
niturc making in Kartarjmr, blankets in Kamal,’Durries in > Ambala 
etc. Why is it so ? _ ' ' 

' Among the chief factors that govern localisation may bo men- 
tioned th'’ following. 

, , 1. Nmriie’isjo Jiam iUUriale. To have raw materials near at 
Land i= a gioat advant.age. Transport cost« will bo considerably 
loduccd. Production Will be more economical. It is not surprising 
f hit mo'd: of the industries haVo been started in the regions where 
abundant supplies of raw materials are available, c,y., jute mills in 
Bengal and sugar mills in U. P. 

2. Kcarmss to Sources of Power. Another attraction for the 
industry* is the ovail'ibility of power lesourccs. If coal mines are 
near or there arc hydro-elerlnc works, several industries will soon 
crop uj), iron and steel works m the coal regions. 

3. Proximity to Markets. It is advantageous for an industry 
to have a wide mailcot at hand. There will be much saving in the 
cost of tianspoit. The factories near the consuming centres have 
a great pull over those situtatod at .a distance. The expansion 
of the Indian cotton miU industry to north India and to Bengal 
has been actuated by a desire to be near the markets. 

4. Availability of Labour. If trained labour is available, it is 
covented as a great facility. That is why now industrialists flock 
to old esiabl'shcd industrial centres. If somebody wants to start 
a hosiery industry, he will find it to his advantage to start it at 
Ludhiana. 

5. Amdibility of Cajntal. Finance is the very breath of nostrils 
industry, industry without adequate financial aid will soon die. 
Where there are banks and other financies ready to assist industry 
it will be great attraction and industrial units will cluster round 
that centre like a beehive cities like Bombay and Calcutta are 
the centres of industry because they are centres of finance. . 

Sugar industry is' to be found in D. P. and Bihar because 
75% sugarcane acreage of India is to bo found in these provinces, 
julemdustry in Bengal and cotton industry in Bombay on account of 
nearness of raw materials and port facilities. Similarly, the iron and 
steel works are situated in close proximity to source of raw materials 
and that of power. ^ ' < 

6. Sometimes the political factor is responsible for the establish- 
ment of an industry. Some of the Indian states like Hyderabad, have 
, been offering special concessions and facilities to industrialists to 
attract them. 

f < I ‘ ' ( ( 

-*7. In some cases religious causes, making for large concentration 
of people, give use to some industries. ' 
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8. In some ctise? thoro is no particular cause CKcejit the mo- 
luontum of an earlj' start. The industry just happened to bo plart-od 
there. 

The most important are the natural or climatic causes whicli 
affect the growth of raw materials. Tho main consideration is the 
cost of transport. Tho indu.stry rrill bo found in tho vicinity of a 
largo market because then it will ho possiblo to reap the economies 
arising out of tho use of ‘indivisible factor’. It "will bo located near 
the source of raw material whore it loses weight in tho pnoeess of 
manufacture, c.p., sugarcane in tho casts of sugar* bamboos in the 
case of paper making, etc. Tho weight of coal when used as fuel 
completely disappears. ‘The main reason,’ in tho words ofBcnhom, 
‘why different districts spocialiso in different products is thntfaotoro 
of production are distributetl in unequal jiroportiona over tho surface 
of tho earth.' 

16. Causes of Further Concentration. After the inchistiy 
has got going in a certain place, it then has a tondonoy to gravitate 
to that place. If any new entreproneur wants to enter in tho in- 
dustry, ho, too, vrill go to that place to start his busines-a rather than 
start it elsewhere. Several reasons account for this tondoucy. 

i 

1, Trained labour is readily available there, 

2. Plant and accessories and raw materials oau be convcniontly 

had. 

.3, Fiuanoiug agencies havo also properly developed in that 
place. 1 > 

d. Several 8U})plomentary and subsidiary industries are esta- 
blished in course of time, and they aro a valuiblc aid to the main 
industry. t 

5. Technical journals aro published which are found useful by 
tbe industrialisls, 

6. Associations of onlrciwonours arc formed to safeguard and 
promote common interests. 

7. Means of communications and transportation become 
speoialiscd and adapted to the needs of the industry'. All those 
factors considerably assist tho, entropteneurs. In a new place, ho 
would simply feci at sea and avill find even easy and ordinary prob- 
lems difficult of solution. 

8. .Above all, there is w’liat is called industrial inertia. Once 
established in a place, they do not like to move out. They stick to 
•where they are. It is human nature that one is jrrepared to put up 
with known difficulties rather than face the unknown ones. 

These are some of tho factors ■which explain tho poraiatence Uf 
industries in certain localities. ' , f 

17. Advantages. All tho factors mentioned above, as the causes 
of porsistenec of an industry, aro tho several advantages afforded by 
the 'place I in which it has become looftlised, vk.i availability 
of labour, capital materials, etc, tho benefit of speCiaUsod transport 
subsidary industries, teobnical journals, assoqiations, etc. Besides, 
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there rrill bo linttual ■ exchange of ideas, - quality can be improved, 
costs lov,ored and common problems tborougbly thrashed and success- 
fulh- solved. Labour of that category rvill be sure to find employ- 
n'ent in that place. ; , , . ■ . „ , : , 

Dh'rdvaiit'igei' of Localisaion. ■ t. There is the disadvantage in 
that dependence of a placenn one -industry is ; dangerous. -If the 
industry happens to be in -a' depressed state all the people depending 
on the' main as 'veil, as- subsidiary . industries 'Vill suffer. The 
entire population of the .place, which depends directly or indirectly 
on that industry, will share adversity- It is like placing all the eggs 
in one ba-sket. ' ' • ' ■ 

2. Eurther, there will .be little scope for • the 'employment ‘of’ 

any other t3’po of labour. ' o ; : • - ■ ■ 

3. The specialised labour loses •. mobilitj' and 'may not find' 
attractive openings. 

The obvious remedy is the one that, is generally adopted, viz., to 
.start supplementary and subsidiary end other allied industries; ; ' 

18. Factors Making for Dispersion or Decentralisation; of 
Localised Industries- ' Several developments have taken place in 
modern' limes ■which have' plucked' out old industries' from their 
native soil and planted them into other lands. ; 

1. The devdopmb/it'in'tfK mean's of iramporMion m ono anoK f&c- 
tor. This development is a double-edged ■weapon. On the one hand; It 
has helped the- localised -'indnsfries to keep' to their origibal home 
even though the supply of natural materials, on the basis of which ' 
they originally, developed, has been . exhausted and the market', 
originally wide . enough, : .is no longer adequate; Distant places can 
now be tapped for materials and markets. But, on the other hand, ' 
it has helped the transport of heavy plant to distant countries 
which are better markets, c.g., Swedish inatch factories have been 
started in India and the match industry has boon helped to spread 
itself. Labour and technicians can be imported. ,• 

- 2. Further; the risc of rents and congestion, high la 7 id prices 
and higher -municipal taxation in'thc iodnstrfal centre.^ 'hhVQ driven 
but the includry. c.g., cott-on mills have been shifting from Bombay' 
to •.A.hmedabad, Sholapur and Hyderabad. ■ - ' 

3. Finally, the adwenf o/ clcctricify, which can he carried to a 
di-stanec of 250 miles very conveniently has enabled the indnstrie.'' 
to start at more convenient places for markets and materials. They' 
heed no longer cling to the source of power, say, coal mines, and 
suffer from the handicaps. On account of these reasons several of 
the causes which were responsible for localisation have ceased to 
operate and the industries have decentralised. : ■ 

19. Delegation of the Entrepreneurial Functions. We have 
discns.scd si some length the yrrious problom-s of organisation 
that an entreprenenr'has to .solve. We wish now to point ont a 
tendency towards - the delegation of.somo ■ of 'bis Tanction-s by - the 
eritieprcnenr, to other hands.' : , . - ‘ ' 
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■ - There' was a »thne when the, entrepreneur initiated, organised, 
directed r>and financed -the ' enterprise. - If, it succeeded, ,ho was 
enriched, if it faded, only'he was ruined because, the entire capital 
of the business - was supplied by himself. The two functions of 
organising and risk- taking.. were indissolubly bound up and placed 
in the-.^hands of one man, ' • . . . i 

. But since the, advent of the joint-sfook principle, things have 
changed, althpugh, entrepreneurs of the old type still' abound*. We 
have witnessed a splitting up of the functions. The golden rule 
‘ control goes with risk’ has been broken.^ An entrepreneur who is 
a master of business technique,, a man of proved capacity and 
known integrity will not -find much difficulty in getting round 
some moneyed men and attract the necessary capital through the 
sale of shares ' and debentures. He may ' invest no capital of his 
own. He initiates plans and designs everything. But the actual 
execution of the plan may be'lefb in the hands ''of paid ' managers, 
secretaries or the managing directors. ‘ " 

' Thus the shareholders, who include the' directors and the 'entre- 
preneur, bear, Che' risk’; organising is done by the entrepreneur and 
nianagement and administration carried’ on by salaried employees.’ 

In modern times even the direction of production has passed 
on to merchant specialists who study the' market, the state of 
demand at home and abroad and issue directions to the manufac- 
turers and get the things made. Wo find, therefore, the entrepre- 
neur simply initiates and organises whereas the other functions of 
'direction and risk-bearing have been shifted on to other shoulders, 
ohiefiy to the ’shareholders, 

' 'fhe development of iiisuranoo business,' too, has taken off the 
hands of the enti'epreneUra several of his worries and risks. If the 
treasurer absconds with 'money, if the .factory catches -fire ‘and if 
the materials ordered from abroad sink in the mid ocean, the insur- 
ance 'companies are there to make good the loss. 

Again, through forward exchanges and the activities in the 
speculation market, the entrepreneur by means of ‘hedging’ can 
cover his losses from unexpected changes in ‘the price of the raw 
materials, ' 

' ' Bffrther, he is not the only sufferer ; the huge labour force em- 

ployed in a big" concern also share in the ‘ fortunes of the business 
and bear the" risk. ' ' . • > 

‘ Thus it is pointed out that the'entrepreneur has shifted the 
'financial risk 'to the shareholders and -several other risks to the 
insurance companies and speculators, .work of direction is being 
done by merchants and management > by the salaried employees. 
What then is left to the entrepreneur? Have not most of his 
functions been delegated by the formation of the joint-stock 
companies ? . . ‘ 

No doubt the entrepreneur 'has been relieved of several duties 
and worries but the delegation ‘of functions is not so complete 'as' it 
.may, seem. , He has generally to put in some capital. The directors 

1. Pir iurfcUor dieoussion, see Kobertson — Control of Industry 
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of joitit-'st'ack nxnimny, who f«.t ns Muroproitptirp, nro the biggest 
sinrcl’oldfrr nnrl >ifi ‘^licb nin the botriest rif^k. Tiicreforo there is 
not much of a breuh in our f-oldon yule Control gofs with risk’. 

Aixsm,' tbo'nVtR v.Iucb the insurance contputie? cover nre not 
rf.illy I'Ut-ino'-s 'i4's end it was unfair to burden the entrepreneur 
u ith t.vf ranctuis nsl s Pure busin'-ra risks sh'l! mnain with him. 

SimilarJy, specuhtion doe® not relievo him of all risks. The 
oKrohautd’ pait in direction is only nogligiMe ; it amounts to mere 
suggcftion. 

The labourern uO douUt do luffcr ulien the busine-s fails. But 
their position lu.s'bcen coraprrrd nith th'' pi V'tiecrs of a ship who 
tin (luft for them''el\e.s uhru the flop is about to rdiik, but the 
rutreprenturis the capt .hi, whops the lust man to h'-vve, if he can 
bare it at all. 

Our conclusion then is that there !■> some delcg.ition but not a 
complete one. There it iVro-n hdir m ownTAlnp an I control of 
busmens, the fihnTeboIders beine the oiniers and the control being 
vwted in the directors. The old type of capit-vlul.eniploycr baa 
almost disappeared from Inwincscs which count m the -“e days. In 
■the past the entrepreneur supplied capital, he abo engaged bis 
labour force die was, tlurefore, the caiploj or : but non the actual 
employnitnt and control of 'ahonr is vcsied in thesihvricd managers. 
They arc the virtinl employers and the capitalist is the body of 
shareholders 

In India, liowci or, this divorce between ownership and control 
ha-snot been effected to a considerable evtent We have in India a 
peculiar graft on the joint-stock orgamsatson, t. c , the managing 
agency aj stem. The managing agents ate the entrepreneurs. They 
do tliG initiating, planning, designing and directing. They also 
supply the bulk of the capital. In Ahmedabnd ns much ns .^1% of 
the capital resources of the mills are supplied by the managing 
.agents. If they supply finaitco to such an extent, they also retain 
the control m their own hands. The directors arc their nominees, 
are mere dnmmie.s. 95 out of 179 diroclora^ in Bombay' cotton 
mills in 1925 wore nominees of the managing agents. It was stated 
before the Tariff Board by Mr. J. A. Wadia in bi8 evidence in 1927, 
that if the directors took active part they had to go, and Mr. 
Wndia was a director of 13 cotton mills. The real position is that 
the deoisions aie made by the managing Agents and the directors 
act ns their mouthpieces. The ownership and control in Indian 
compm'es, thus, largely go together, .y 
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CHAPTER XI 

FACTORS IN CO-OPERATION 

1. Intr'oductioti. In this chapter we shall discuss how the 
factors of production, are combined and what problems are raised 
by , their combination. We shall see how they are distributed over 
various industries , and , study the circumstances under which their 
mixing up together will yield diminishing return, increasing return 
or constant return. ’ 

2. Law of Substitution in Relation to the Combination of 

Factors. We have already discussed the law of substitution or equi- 
marginal return in consumption and we hinted that it was also appli- 
cable in production. It is necessary to give this point a further 
consideration when we discuss the way the factors of production 
are combined. t 

Factors jare scarce in relation to demand. If they were fiee 
like air, no economic problems would have arisen in connection with 
them. We would have used them like air, till the marginal produc- 
tivity fell to zero, ‘i. e., till we got. fed up with them completely and 
they ceased to make any further contribution to production. Even 
the smallest contribution would have been welcome, because 
it comes gratis, 

. But we have in fact to pay for them and they are not super- 
abundant like' air. To make this fact of scarcity less painful 
or to make them seem less.-scarce, we must choose a little more of 
one or a little less of the eother. Substitution of one factor for 
another thus becomes an 'imperative necessity. This substitution 
takes place through the agency of the entrepreneur. 

The community utilites all the factors of production through* 
the entrepreneurs. He will try to combine the factors of produc- 
tion most economically. The entrepreneur is frankly out for pro- 
fit. Just as the consumer wants maximum satisfaction, the entre- 
preneur is anxious to maximise his profits. Just as the consumer 
gets the* maximum satisfaction by so arranging his purchases that 
from each direction of his purchase the marginal utilities equalise, in 
the same, manner, the entrepreneur is able to get the highest 
possible return from his investment, if he is able to equalise the 
marginal productivities of all the factors he employs. He will 
utilise each factor up to a point where the marginal productivity 
(additional productivity by the employment of a little more of a 
factor) is equal to marginal cost. 

Not only does he vequi-marginalise the productivity of a given 
factor for vpious uses,^ but also the marginal productivity of one 
factor, say machine! y against another, say labour. If the marginal 
productiyitj’’ of machinery is greater than' that of labour, he ’would 



1 62 MODERN ECONOinC THEORY 

substitute the former for the latter. The result would be that, on 
account of the operation of the Law of Diminishing Returns, the 
marginal productivity of machinery will come down and that of 
labour will go up until the two are equalised. Hence it i? clear that 
the entrepreneur constantly compares the marginal productivity of 
one factor with that of another. Only thus can he hit at the most 
economical combination of the factors of production. Whatever 
output he has recided to produce he will try to produce at the 
lowest co^t per unit. Ho will try several permutations and com- 
binations of factors of production. In order to devise the most 
efficient as well as the cheapest combination he will substitute labour 
for machinery and I’icc versa, or land for labour and vice versa, or 
capital for land and rice versa. All the factors compete for his 
choice. Not only is one factor substituted for another but one 
variety of one factor may be substituted for another variety of the 
same factor. An accountant may replace two junior clerks or bul- 
lock cart« may be replaced by a motor lorry. The guiding oonsidera- 
tions will be the relative prices of the factors and their efficiency. 
Renham suggests the following formula.' 

If the marginal producl of fa cior 4 is grea ter than 
Price of Factor A 

The marginal produnl of Factor B it will be to 
Price of Factor B 

the advantage of the entrepreneur to employ a method of pro- 
duction which uses more of A and less Of B. 

It is necessary to remember that most of the factors are so un- 
like one another that it is not generally feasible to replace one facto*^ 
completely by another. What usually happens is that we use a little 
more of one factor and a little less of another, i.e., substitution takes 
jilace at the margin. We have discussed elsewhere the concept of 
the marginal rate of substitution. “The marginal rate of substitu- 
tion of anv factor A for any other factor B is clearly the quantity of 
A that will just balance the loss of a marginal unit of B.’' 

The Law of Substitution does not lead us to the conclusion 
that the entrepreneur will produce that output which entails the 
minimum total cost. If a shoe factory provides 10 shoes in a year, 
its total cost may be the least but it does no pay the manufacturer. 
He is not directly concerned with the cost ; hio sole concern is to 
maximise his profit and he does not mind spending more and more pro- 
vided it adds to his profit. Similarly we cannot infetifrom the law that 
his output will be sfloh that the average cost per unit is the least. The 
entrepreneur, cares little for the average -cost. It may be going up, 
he does not worry the least, provided the marginal revenue exceeds 
the marginal cost. Our conclusion is that the entrepreneur will go 
on expanffing his output till marginal revenue and marginal costs 
are equalised and the Law of Substitution sin/ply tells us that this 
output he will try to produce in the cheapest possible manner.- For 

1. Benltam, — ^liconDEoics, 1340, p- 193 > ~ 
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tbSt purpose lie will discover the most economical combination of 
factors. This is the principle on which the factors co-opernte, or 
are combined, in production. 

3. How are the Factors of Production Allocated Among the 
Various Industries ? This question has been partly answered 
above. Factors of production being strictly limited, it is very neces- 
sary that they are so allocated among the various industries that 
the community derives the greatest benefit out of them. It would, 
of course, be ultimately determined by the consumers' preferences. 
The consumers will have to decide which assortment of goods they 
are prepared to forge in order to satisfy the rest of their wants 
more fully. 

(i) Allocation when the factor concerned, is a free good. We need 
not worry about the ^allocation of a factor, which is a free gift of 
nature. In that case it will be combined with other factors or, what 
is the same thing, allocated among the industries, in such a manner 
4)hat its marginal productivity is zero. Its use does not entail any cost; 
it will be used so long as it can make even the smallest contribution 
or till its extra product falls to zero. In a new country where land 
is enough and to spare, it will be used like air, t.e., till its marginal 
utility is zero. In that way the return on other factors will be maxi- 
mised. For example, you can maximise productivity per man by 
giving him say 1000 acres. After ail each acre will make some 
contribution at least. In the same manner in a country of teeming 
millions like India or China where man is held cheap and other 
jEuctors, like machines, are considered dear, labour will be used to 
such an extent that its marginal product is very low. It will not 
matter, because the wage is also very low. The price of the factor 
is the governing consideration. If the price of a factor is zero 
(t.e. it is a free gift), then it will be allocated so as to bring its 
marginal productivity to zero. 

(it) When a fador is not a free good. In actual piactice, how- 
ever, none of the factors are free gifts of nature. Each factor will be 
allocated among the various industries in such a manner as to equa- 
lise its marginal productivity in every industry where it is employed. 
No factor will be used till its marginal productivity is zero because 
in some other industry, its marginal productivity is bound to be posi- 
tive (more than zero) In the absence of the factors being free gifts, 
productivity of a certain factor, say labour, can be maximised br' 
withdrawing the other co-operating factors from other uses. While 
making this reshuffle, the marginal productivities in the alternative 
uses will have to be compared. If , marginal productivity of labour 
is greater in iron and steel industry and less in sugar industry, then 
labour will be shifted from the latter to the former till the marginal 
productivities in the two industries are equalised. lu the same 
manner if land devoted to sugar cane cultivation yields more than 
in growing cotton, it will obviously pay to withdraw some land from 
cotton growing and divert it to sugar cane. This diversion will 
continue till the marginal productivities in the two alternative Wes 
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oflandbave been equalised. Bliat applies to these Uo factor 
applies to all. The factors of ])roduction ■nill be idealJ.V allocated 
among the various alternative uses when there is no inducement for 
diverting them from any one use to another. ■This will be the case 
only if the marginal return in each use is equal. So long as it is not 
equal reshaffJing ■will go on. Tht ht$i aUcxuition oj ihefcciors of 
ductwn *'* wh^ 7 i *ihc latue of marginal product of foctor^^ ttiU be the 
same in t'try hm in ukich tV is employed’ or the equilibrium situation 
tcifh regard I'l allocation of factors ‘is that in whieJi the community 
places the same value upon marginal product’ of the factor in every 
tndu<^iry. 

4. Wily are Some Factors Left Unused in a Country ? It 
will abo be clear from the above di'Ciission that it will pay a com- 
munity to let some of its factors remain idle. In every country 
there is ample wood in the mountains. The Himalayas abound 
in unexploited forests. There are probably lot of minerals lying in 
the boweb of the earth. Only 6% of our hydro-electric resources 
have been developed. Why ? 

Why do wc not use all these resources t The answer is that 
the development and ex],iloitation of these idle or unused 
factors requite the aid and co-operation of some other factors. 
The'se eo operating factors are not lying idle. They will bave to 
be withdrawn from their present uses According to the principle 
laid down above, the factors are supposed to have been allocated in 
the manner which the community has decided to be the best. If it 
were more profitable to develop the^e resources, some enterprising 
tnlreprentiirs would have undertaken the tisk already. The fact 
that it has not been done is a proof that the marginal prodvtutivity 
of the fnetora, if used in these new directions, would have been 
less. Hence it is that the community i« getting a better satisfac- 
tion from the factors at its disposal b3' leaving some of them un- 
used. This es:poses the fallacy underlying an argument that we 
shall increase our satisfaction by using the unused factors. The 
^wth of other factors will, in course of time, make the exploita- 
tion of these resources worthwhile.} 

There is another corollary from this discussion. It always pays 
to discard obsolete machinery and equipment to make use of new 
and more efficient one, for the factors are not producing in combi- 
nation with old equipment as much as thev' can in conjunction with 
the new. It is clear therefore that the cry “ railwaj capital in 
danger ” is false when a better means of transport either road 
transport or aviation, is available. The community will be able to 
satisfy its wants more fully and more economically with the 
factors at its disposal if old machinery or tecbnical equipment I": 
scrapped off. 

, I-uw of Returns in Relation to Combination of Factors. 
There are three laws of Returns known to economists. The Laws 
®f®bninishing. Increasing and Constant Returns. “There is said 
to he increasing, decreasing or constant return according as the 
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juarginal retiirris rise, fall or remain unchanged " as the quantity 
of a factor of production is increased. In this case the returns 
increase or decrease for a particular factor. 

But the industry as a whole may also he subject to varying 
reritrns. Then it is best ’ to refer to costs of produption. An 
industry • is subject to increasing, decreasing or constant return 

according as fhe matpntvleoat of psadwetion falls, rises or remains 

the same, respectively, with the expansion of the industry. 

6. Law of Diminishing Returns. We have already discussed 
the Law of Diminishing Returns in all its aspects at some length 
and we do not proposo to cover the same ground again. But there is 
one point that we wish to re-emphasise here, viz., that the Law of 
Diminishing Returns represents the most efficient combination of factors 
of production. It is a combination that will bring the highest return. 
We refer to the table on page 107 and the discussion on the subse- 
quent two pages. It is clear from there that we can get increasing 
return per man but all such combiuations will involve a wasteful use 
of land i.e., more land is given than the number of men can properly 
cultivate. It stands to reason that by giving more and more acres 
of land, to a man, it is possible to increase prgductivity per man and 
this can be done till the marginal product of laud, i.e., (productivity 
of the last acre added) is zero. But this is a highly wasteful use of 
land. Land being s<3arce and commands a price. Such a course 
will not be . adopted by any sensible person. Thus a fcombination 
in which you get increasing return per man is not an efficient or 
economical combination. ^ 

Similarly, you C(it^ maximise return per acre, and get an increas- 
ing return, by throi^'ing more and more labour and capital on it 
which, again, will mean waste of capital and man- power and hence 
not an efficient combination. 

Thus any attempt to obtain increasing retui’n either per man or 
per acre will represent a departure from the most economical combi- 
nation, which will be one when increase in factor will lead to dimi- 
nishing return sotting in. We expect that in practice every factor 
will bo combined with other factors in such a proportion ,that if it 
alone were increased its average product would diminish. This point 
will represent the right combination or a correct balance "'between 
the various factors in the combination. Any other proportion will 
mean less than the maximum return. 

There are egonomies obtainable from increasing the scale of 
production or by fuller utilisation of the indivisible factor but these 
are quite apart from those economics which arise from combining 
the factors in right proportion whatever the scale of production 
undertaken ; there is a certain combination of factors which would be 
the ideal one to produce that output and it will mot be the one 
which yields increasing- returns to some factors at the expense of 
othera. But the point where the increase of factor leadsvto dimini- 
shing return for that factor will be the most efficient combination in- ' 
creasing return being a sign of wasteful use, i.e., a wrong combination.'- 
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of Dimmishing Retnms tbiis - 
^ combination of factors i.’ 
that factor with dimmkb^‘ average product of 

knoiTled<Te is riven anH +'},«+ assumes that the ■ state of technical 
iea„e is given and that there are no economies of scale. - 

7 r . £ r . {Benham). 

increasing returns Ff^eS^n industn- is subject to 

bvmore than nTonort^n^ 

creases. In terms of cost tha Vv' marginal product in- 
lowering of the martrinnl ’ ® of Increasing Returns means the 

costsgov^ price “arginal 

operates in an'indii^v if mVif Daw of Increasing Returns 

price of the product fidls. expansion of its output, - the 

BCaleTf pr^uctTo^n ‘^-rr ^^^^J’^a\aconomies can be reaped if the 
ofDbour and industrv tr. from specialisation 

economies make it pos^blr fn 1 ° ‘commercial and miscellaneous 
baveincreSjretfu^s of production and we 

of an eEsentiaUariS!°*BS -n-hen there is dearth 

quisite quantities when tt.A • a f actors are avaOable in the re- 
Increasrig Returns ^ 

provided that there is no^deartb of an indnstr 7 , 

tends to be accompanied other th‘ ®Scnts in production, 

turns. ”r other things being equal, by increasing re- 

ing SSL"! 2 of Increas- 

able factor is applied to const«nr"f ®c*niTO operates when a vari- 
or set of factors is increased and only one factor 

of the factors combined. This ic-d ‘lefective proportion ' 

Dow to restore the balance inom incorrect combination. • 

balance is completelv restored returns will follow till the 

attained Any ^Surrance adjustment is 

returns, equihbnum will again lead to 

of Increasing I^tun^ '^Sann*^^* ’ ® bearing on the Law 

200 boarde^uf itTpincT^t ^ accommo- 

2o0. If actuallv the number of ho td*acoommodate 

increase in the number up to ^00. then, -everv 

cause the hostel, an mdivirible increasing return be- 

demand and in acturi ma^vh^ piant to cope ydtb a pehk 

In that circumstance when an nddH^^ ‘^Pccity- . 

or factors, the indivisible farior Si' other factor •' 
^ng returns will fouS? 7^1 

menl of clerical staff and peoM Tf n ^ ? mimmum establish- 

^peons. If production is incresed five timea 

.Cfcapinsn, Yp. cif. ^nbr~ : uve tunes, 

'■ ■ ■ 1 - 
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xnent away from it the dimintshing returns. But if we keep to the 
optimum, for however short period it may be, we shall have constant 
refams. 

There is still another way to explain the operation of the law, 
RHien there is a dearth of an essential factor, there operates the 
diminishing returns and when all the factors have elastic siippl.v and 
economies can be effected if the scale is increased then wo have in- 
creasing returns. But if the requisite factors aro available in the 
right quantity and we have reached the optimum of the economies, 
then increased application of the factors will simply lead to projior- 
tionato returns. The Law of Constant Returns will also operate if 
“ rising costs due to scarce factors of anj’ kind are just equal to the 
economies of large scale production,” 

9. Rationalliation. So fir we have been studying the combina- 
tion of factors from the point of view of individual firm. Now let 
us look at the industry as a whole. When it is eganised in the 
best possible manner it is said to be rationalised. 

jifter the World War of 1914-18, Germany, stripped off a part of 
ts valuable territorj’ and faced with heavy reparations demand, was 
forced to reconstiuct its indHstr.v. This process ofrecoiistniction ha? 
been called Eatimialhation The movement soon spre<id to other , 
Continental countries, England and America. But it had its fullest 
application in Germany. For Germany rationalization was an imirora- 
tive necessity. Without this they could not support themselves and 
pay war debts. There rationalization became a popular cull, 
j The main idea underKnng rationalization is to bring the efficiency 
I of an industry as a whole to the highest pilch possible by eradicating 
all causes of waste and iuofficiCncy, and to bring about eonsoitmslv 
and deliberately an adjustment between supply and demand so far 
as the products of that industry are concerned. 

Dndm competitive capitalism equilibrium is estabhxhed by the 
, free working of natural economic forces, but this natural adjustment 
entails s^ering and sacrifice. For example, if there is over-production, 
then price will fall, the working of some concerns will become un- 
remunerative ; they will struggle for some time, may be a year, but 
will ultimately go down so that supply may be adjusted to demand. 
The advocates of rationalization say that this sti uggle and suffering 
is avoidable by anticipating depression rather than waiting passively 
^ f® come about. They point out that the industry as a whole 
can be so scientifically organised and systematically managed that 
-uch/ crises can be avoided altogether or their severity mitigated if 
they actually occui. The remedy is rationalization. 

In the words of Balfour, “It (rationalization) really is the 
method of technique and organisation designed to secure the mini- 
mum waste in effort and material, added to that, the scientific 
jo® of labour ; the standardisation of materials and products 
and the simplification of processes and physical improvements in the 
system of transport and marketing.” 
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The main pknks in the rationalization programme are moderni- 
saiion, scientific- rnandgminl oxiA. mhaVgaimlion. Every producing unit 
in the industry must have a most modern and compWe' equipment 
of ^phnt, machinery and other accosaories, so that every part of the 
equipment is nothing le s tiian tho every best. All worn out, old 
design and obsolete machinery is to bo ruthlessly .scrapped. ' It 
requires heavy financial - investment, no doubt, but it is recognised 
that working on tho old plant realty does not pay and the use of up- 
to-date machinerj' is very profitable in the long run. The Ibss en- 
tailed in scrapping of the obsolete plant is ultimate]}' more than made 

«P- ' 

But mere modernisation is not considered enough. It must be 
accompanied by scientific management. Tho idea of scientific man- 
agement originated with Taylor in America. It involves Time Slvdp, 
Motion Study and Fatigue, Study. . Tho personnel of the factory is to 
be trained^and instructed in using the best; po.s«ible method of doing , 
the job in the minimum time. These iqethods are discovered by the 
intensive study .of time and motion involved in work. The idea is 
to eliminate all waste of human e'ncgry, to do the job in as little’ time 
as possible and with the minimum of fatigue to the worker. Scientific 
management is also to bo applied to the organisation of the office 
and the factory generally. Modernisation and’ scientific manage- 
ment are calculated to bring tho ofiiciency of individual units in tho 
industry to the highest pussiblo level. i ■ * . 

Maximum efficiency of each individual unit in tho industrj^ how- 
ever, does not solve the prbblems of the industry ns" a whole. It 
may nither create the problem of over-production when each unit is 
turned- to the highest' pitch. The hxsic idea of Yationalhaiion is not 
efficiency of the xmils but the health and efficiency of the entire industry. 
This nece.ssitates a collective action on the part of alFengaged in the 
industry. Most of tho ills of tfio industries can -bo attributed to the 
existence of isolated, independent and-unco-ordinated units. They 
try to shift for tliemselves and bring down tho industry in the attempt 
just as a similar effort on the part of tho depositors of a bank ruins 
the bank and themselves. Close co-ordination and cordial co-opera- 
tion among tho producing units seems, to, be absolutely. essential. 
Without centralised control the complicated and difficult problems of 
modern industry, especially regarding efficient marketing oannot bo 
successfully tackled. With tins end ‘ in view amalgamations’ aro 
advocated and fostered. The inefficient units are' to be Closed down 
and the 'efficient ones' are to be knit tbgether so that tho industry 
becomes an integrated whole. Production is concenlraled in the Units 
which h^ve the lowest cost of pxodticlion. Special attentibn is to be paid 
to scientific marketing while assigning quota of output sod-hat cross- 
haulage is avoided and neatest markets are served "by the nearest . 
units. This will reduce transport costs to 'the minimum; 

Rationalisation is beneficial in several ways ; — * ' ' ^ 

(1) Econoriiies of scale. lu a rationalised industry the producing . 
units are large and all the economies, of large scale production 
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areavaikbls There is economy of buying and selling, economy of 
space, economy of tools, economy of specialised labour and that of 
specialised machinery. More money can be spent on research and 
espenments. 

(2) Improiemtnt ihf slaT'iard of liiinq. Mass^ and stand- 

ardised product’OT! loirors cost and brings products within the reach 
of poor members of the community. The standard of living conse- 
quently rises. ' 

(3) InerMse m compeiithe sfreriqlh. A rationalised industry 

is strongly ontrcacbcd against onslaughts of foreign competition It 
can con=.derably cub down tba costs 'and face competition confi- 
dently. ’ 

(4) Siahiltlu. The indnetrj- is able to face bad times with 
greater confidence because of its large financial resources and large 
volume of trade. Periodical jolts and jerks can be avoided. The 
depression can be anticipated and suitable measures adopte'l. Much 
suffering is thus avoided. The industry is thus placed on a sound 
and stable footing. 

But rationalisation is not an unmised blessing. It cieates 
several problems and difficulties, viz., 

(1) Financial Difficuilics. Rationalisation needs heavy ex- 
penditure. The capital structure of the industry becomes costly and 
may handicap the industry in. meeting foreign competition, coming 
from industries having more economical capital equipment. There 
IS danger of over-capitalisation. Additional financial aid may not 
be foithcombg when further steps in rationalisation are necessary. 

(2) JDisplacemcnl of Labour. Rationalisation involves a high 

degree of mechanisation. The immediate effect of the introduction 
of machinery is tho displacement of labour. If human-beings suffer 
rationalisation 13 nob commendable. In the long run. however, more 
employment is created. ' > 

Ahiiscs of AToaopoIy. Powerful combines winch ate the 
outcome of the rationaluation movement exploit the consumers and 
jharge nn tuly high prices although they are in a position to reduce 
the prices. 

(4) Less Scope for AYio Business Talent. The industrial 
leaders of big combines throttle the rise of new enterprise. The 
promising rivals are ruthlessly and unceremoniously crushed. It is 
a natioual loss. 

Competitive capitalism is almost dead.‘ It is a pity that the 
ndian-mdustrialists are still living in the 19 th century. Our jute 
<’>1 industry, sugar industry and cotton mill industry' and several 
others have been suffering from lack of co-operative action but they 
have not given up the path of isolated individualism. They prefer 
to sink alone to swimming together. The truth of the simple pro- 
verb 'ibity IS strength ^ has not yet gone home. ' A proposal for 
rationabraticto of fhe cotton mill industry was torjiedoed by tho 
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senseless opposition of a few managing agents. Cement iodnsi.ry in 
India is the onl}’’ industrj’’ which by cartellising itself cliose the path 
of sanity and wisdom. Lot ns hope that onr industries will ralaona- 
lise themselves to meet the post-war industrial struggle. 

, 10. Joint Supply. Here, is another problem presented by the 
combination of factors. In case of joint bn]>ply two or more things 
are produced as the result of joint costs of production. They are 
generally produced in fixed proportions and the producer must accept 
them as they arc. Ho will not be able to assign separate costs to 
each of the two product’. ‘ Cotton and cotton seed is said to be the 
example of this t3'pe. The proportion of tlic two cannot be varied. 

There are cases, however, when it has been found possible to 
vafy these proportion’s. By cross-breeding in the case of sheep it 
has been possible eithot to’ breed good wool jnelders or good mutton- 
.yielders. Jn a case like this it is possible to ascertain the marginal 
cost of each. A change in the quantities produced will make a 
change in^ the total coat and from this change marginal cost of each 
can be found out. If you breed more wmol-yielding breed, then the 
extra cost entailed or the addition to the total cost is obviously the 
marginal cost of so much extra quantify of wool. In the same way 
marginal cost of mutton can be ascertained. This knowledge of 
separate marginal costs will lielp the entrepreneur to adopt the most 
economical combination from his jmint of view, whether, that is, 
consideripg the respective demand prices ho wanted to have more 
wool or more mutton. 

11. Composite Supply. Composite supply represents a case 
when a certain' want can beisatisfied by two or more commodities 
which are really substitutes for one another, c.g.*' tea and coffee or 
labour and machinery. It will happen in a case like this that when 
the demand for one thing increnses, the demand for ,tho other de- 
creases. The cornbination of factors of production will be adjusted 
accordingly. If it is discovered that a certain combination will 
produce tea much more cheaply', then tea may replace coffee and. the 
factors so far devoted to the growing of coffee may' be diverted to 
tlie cultivation of tea. 

j i 
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CHAPTER Xn 

FACTORS OF PRODUCTION IN RELATION TO THEIR 
MOBILITIES 

1. Introduction. Wc hare discussed elsewhere how the fnnc- 
tioninc of tne price-sy'dcm tends to hrinn nhont a harmony between 
the producers pnd the consumers. The producers tend to pro- 
duce that assortment of goods and services nhich the consumers 
mostprehr. Any change in consumer’s scale.s of preferences must 
produce corresponding changes in the direction of productive activi- 
tv. This striving afW the satisfaction of the consumer’s wants goes 
on ccasele'-slj , because that way lies the marimnin profit for the pro- 
ducer. • 

2. If The Factors Were Specific. The extent to which the 

entieprenru’-t can nia'ivC the desired changes in production depends 
upon one important question, tiz., how far are the factors of produc- 
tion mobile or adaptable to the changed conditions. If the factors 
were all specific without the least degree of flexibihty in them, then 
the power of the entrepreneurs to introduce changes in the produc- 
tive system would ho seriously curtailed. It would not be possible 
then to make any variation in the assortment of goods and services 
which arc being produced. Their work would be very simple then. 
Tho\ eoidd either increase the quantity of goods and services or 
decrease it by using more or less of the factors. But the factors, 
being specific, could not have 'been moved out of their existing 
giooves. ' ' ' 

3. Actually They Are Not Specific. Fortunately the factors of 
production are not so specific as that. They possess a high degree of 
mohilify. The extent of the mobility, of course, varies from country 
to country. It depends on several factors, viz., the development of 
means of communication .anil transportation, the state of technical 
knowledge and the extent to which political and social harriers have 
been broken douTi. In some countries the conditions in this respect 
are more favourable than In others, hence a greater degree of mobi- 
lity. 

4. What is Mobility 1 By mobility we 'do not ,moan merely 
physical or geographical mobility, i.e., the bodjly transfer of a factor of 
production from one place to another, although the term mobility 
includes this too. But mobility also implies an alternative use either 
in the same place or in another place. In this sense mobility means 
mobility _ heHoeen occupations, mobilihj betireen places, and mobility 
hrtmen industries. A farm may be devoted to the cultivation of 
cotton instead of sugar-cane, it is change of industry but no change 
of place. A manager of a cotton mill at Ahmedahad becomes a 
manager in a mill in Bombay ; it is a change of place hut not of 
occupayon. A Professor of Economics in Bombay takes up a job of 
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an, iEconoinio Advisor ;to a bank in .Delhi,; it involves a change :of 
place’ and also a. change of ‘ .occupation. The person is the same, but 
he becoihes a different factor altogether, j A clerk gives up his job in 
a sugarrfactory and' becomes , a clerk in a cotton mill ; he has changed 
the industry.' Thus a mobility of one.' type does riot necessarily in- 
volve mobility of t1io other two types, too. Wo’ shall discuss , the, ex- 
tent of iriobility in the case of ’each agent of production. 

' , ’ 5. ' Mobility of Land- Economists .define 'land, as consisting of 
miitural fesotirces' like ’mountain, sea,' rivers, climate, .sbii. air,;Sun- 
shine, etc. It is possible' to divert the course of, rivers , by, building 
dn^s and ’ tiirn the water into canals. But we must confess our 
inability to move mountains from their places, to change a, troi»ical 
climate into a; temperate ' one,' to carry our,, land to a ^region 
where rainfall is abundant dr' liodily transfer pur college building 
and Hostel' W a beltef locality. “ Land ” baffles out efforts . as 
regards mobility since geographical mobility of land is out of the 
jqxiestioni' - ■ '' ' ' ’ / ' ' ' ' , ' ' 

:< 1 'But. .'this is not the only- kind' bf mobility with which we are 
’acquainted.' Mobility,'' in the sense that we have defined it, means ' 
.the- possibility of affactbr -being put 'to ‘ alternative uses. Island 
absolutely specific 1 AlthbUgh' riome land riiay appear to be barren 
and . may . be' -able .to- grow"' nothing except scanty grass blades for 
goats- and -rsheep i on account of meagre rainfall, yet most of the land 
..is; not -such; and even this land, may be made to grow several other 
things by.: human efforts. To a superficial obse'rver, the Himalayan 
ranges, may seem::.fit to grow' forests arid nothing else, and yet it is 
not soi The small irregular 'level patches of ground here arid there 
-show. ‘that mail can , turn oven dense' forest and hilly land into an 
arable . one. i;. Similarly, . the marshy, land can, by drainage, he made 
- to grow rich crops. 1 ' , ' ; • i 

,, 6., .;How,Land .May Be; Made, Mobile. Although'; land, does 
.possess, some degree of specificity, 'yet within certain limits it can he 
made to. grow;.;quit6'; a.^, large, variety of .crops. A' man may riot he 
able , bodily , . to. transfer . his land , from one city to another, yet " by 
selling ; it., in, one place and buying; it at.anotheri he has given it 
mpbility., There , is another .’way:; A man, having land in different 
places., may divert labour and capital to one place, and. improve land 
there and neglect it at another place. ;Thus one land becomes more , 
productive and the other loses .productivity and it is productivity 
in which we are really interested. In this way land becomes 
iu'obiloi ‘ ,, 

• But ‘a greater mobility is, 'given to land where the product of 
land , itself is trarisferred. It’- practically ;trd.risfdrs the • s’crvice of 
land from one place to another. We value a factor not for its own 
sake but for the . service it renders. . ' Thus land is not so immobile 
as ' is , generally, supposed. It can be put to several 'alternative 'uses, 
wheat growing -land can he.ch'angod intopastuto land and'-aice verbal' 
If; nothing , also, can be done ite product can bo tfansjpqrted. ' This 
degree of mobility is sufficient 'for the * dommunity -to ■ pt'oduc'e’ thfe' 
assortment of things, it most prefers. 
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The oiilv Jimhiim fnelom in molHlit}' are climate, and the 
nature of the ('nil. invi'-lnieut of capital may also be necdeil 

for ni-JJng led fit fot al'.'iintivo yrarpO«n«. But the limitations 
are not loo s'rioi''- to render land rntirely immobile. 

If tie G'ucrnnicnt mipo--ti, rc-.trict ions on the transfer of sale 
hv hea\-j ruuMratjon iff on Inmsfrr'!, it tvill tend to reduce its 
mobilav.’ Thv Putr.ab Baud Alienation Act of ihOl applicable in 
the East Pnni'h ha« loinruhal rc-tnctivc cfieol, for non-agricul- 
fiirhts v.ho xs’cy lil c to invtst capital in land are not permitted to 
pnrehase laud from iiic agrimilturistu. Agricultural land is not 
.dlo^n‘l to be put txi non-apricultviral H«e3. The nou-agriculturiBts 
in fl ' Fast Punjab are gdicrally mouejed people. Restriction 
imjio'-ed on tbe'r purcba.ses of land mean® a divorce between land 
'ind capital, nie most ciricicnt combination of the factors of pro- 
duction may thus be picvented. The Act, liowcvcr, ma 3 ’ bo jnrtiB- 
able on other grounds. 

7. Mobility of Labour. The human baggage is said to be the 
least portable. Let us conaider to what extent mohilitj-, in nil its 
forms, exists among the workers. It mny be repeated here that 
there a-e three types of mobility, tir., mobility between industries, 
betw ecn places and between occupations. 

hlohilit}/ hclwccn indxislric.'!. Mobility between different indnst- 
ncs presents no difiicult.y. An accountant, a tj^pist or a cbowkidar 
m one industiy c<m casilj' occupj' a similar position in some other 
industry. The work of a machincman or a mechanical engineer or ft 
(■talesman is practically the same in every industrj*. There are a 
number of occupations common to all indtisiries. Hence mobility 
between industries is quite cosy provided there is no change in 
occupation. Y benover, therefore, some industry is contracting and 
another is expanding, such people can easily shift. 

Mobilili/ beSweeh places. As for mobility of labour from one 
place to another, called geographical mobility, there are found fairly 
formidable barriers. There is the dread of the change, very vague 
but nevertheless real. No person likes to bo uprooted from familiar 
environments and transjilantcd in an uncongenial soil. Few 
people have the heart to begin life afrOsh in a now place, especially 
it is so with people who are getting on in years. The j'outhful 
workers are enterprising and adventurous and they can be easily 
persuaded to move out. 

Differences of language, habits, customs and modes of life are 
other deterrent factors for labour to move either from one part of 
the country to another or from one country to another country. 

Mobility between countries is further hindered bj' immigration 
laws. India has an over-flowing population, whereas there is lot of 
elbow-room in Australia, New Zealand, Africa, Canada and America 
but immigration laws prevent the Indians from entering such lands, 
because the wbiteman's standard of living is threatened. System.' 
of poor relief, unemployment benefits and other 'state assistance ’ 
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offered to tHe workers in '-distress' reduce desire for mpkility and;' 
renders labour all the more' immobile; ' " ‘ , 

In India bur crowded cities, congested indiistrial areas, lack o , 
housing facilities, ' insanitary surroundings, ,higb cost ' of : Kving, an 
ever-fecurfing cycle of epidemics, a,fe quite enough to frighten away 
labourers. ' That is why the Royal Commission bh Indian ' Labour 
remarked that labour ‘is, pushed^ and not pulled, into industrial 
f .employment;'-. i ' .. ' 

' Thb development in the'.means of cbminunicafcibn ’ and' tfans- 
poi'tation h'tis facilitated geographical niobility considerably. When 
in the posWwar * year s ‘ a journey to'Anierica can be performed by - 
air- in' 48 hours and there" is a corresponding stepping up of .other . 
means of transport; labour is sure to become more mobile; ' 

‘Mobility Ihetween Ocewp'riions. . .Mobility between occupations, 
is the .mbst difficult one. It is of two typas : (q) Horizontal Mobility, .• 
t.e.,’ mobility' between iwo occupations ^ bn the same le vie J,,e.gr.,. a 
professor of' History be.cpin'es, a. professor of Economics bi’sa, black-,, i 
smith becomes a carpenter. Such a mobility is not so difficult a ^ 
man endowed with commbnsense aud of reasonably hardwbrldng , 
habits carij'after a short period,' adjust himself to the new, position, 

(b)' Vertical mb6t7iii/'ia ,,, the mobility to a .higher level,' 'e.g„. 'a; 
clerk -beconies a teacher of ‘a inistry becomes an engineer- This' 

4 mobility- > is ’-very difficult. "'Apart ‘from ' natm-al aptitude, different 
occupations' require different ‘ skill and , khowledge ' tod it is hot so ' 

, ‘easy for one - to fit qrioself into ' 'another occupation; ■ especially if - 
one, has - already- 'put in *'a' certain number of years in one occupa- •' 
tion. In - case one is new to an'Occui)ation ';chances of onels moving 
out are greater but as years pass they become, remoter and remoter. - 
8., , How .Far,, is Labour Actually Mobile .? , There is said to be ' 
freedom : of' enterprise pr > occupation ^.urider ; the present cconbmio , • 
system. . But it .is all iu theory, - A':sq’’g®''’^’s jobis.vex’ypaying'airtl'f ' 
many pe6pler Would'like;to send -their ; sons , into . that,, profession, 
But how mtoy ‘ P^r^htP pan afford , to spend ,Rs ■ 25:40 thousands oh- 
their training and education and .how,! many, young-men have the’.' . 
patience, . aptitude, and ability .to, get F. R. -O,. S., (London).,? , i , , ; ' 

To tell a poor - maii that rdoor.s,of alLoccupations are open to 
him w a cruel joke. ; Examinations, licensing ;8ystein and demanding 
high premia for apprenticeship (e. <7., iiijthep.ase of jchartered^ todl:, 
-incorporated; accountants) i apart , frbni restrictions , imppseji by- 
industries themselves are' effective’ harriers which riot mariy,ca,n’,qrbsa:', 
Some jobs, ; like the high civilian post o.r' posts . iri' .diplpmatip, 
8ervice,;.,requiro'‘high socirirstatus tod'itifluerice of the pafepjts.l, Thi.S} , 
last factor is the most pot'erit one in keeping ri ybririgm'an, of a‘ poor 
family "off.' ' 

Tri'ere is Ithus very little mobility among grades of labour. It.V. 
, , is not -surprisiog that the riiost respectable ' job’s happen ' also ' to bo 
: the most 'remunerative dries while' those ^ in ’'the'Jower "social .scales ,,, 
are also in the jower'ecbhomie scale. ’ ’ ' 
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But mobiVitv 'tvitiiin a group and among unskilled labourers is 
fairly sufficient for the purpos- of making economic adjustments. 
There is a iride ranse of jobs that a man having leasonable physical 
fitness and endo-tred inth a fa^r amount of intelligence can success- 
fully take up. Further, a v'holesale movemeut of labour, is not 
needed in order to meet a new situation. Labour may be sluggish 
but mobility coes on slowly but sorely though imperceptibly from 
occupations where the demand is less to tho'e where it is greater, 

Acam, V, tat is wanted is not direct substitution but merely 
indirect reshuffling. If cotton industry is contracting and the sugar 
indn<^try is expanding, then it is nob necessary that there should be 
a direct transfer of the personnel from the former to the latter. 
What will aclnally happen will be the shifting into allied occupa- 
tions Some workers from cotton industry may move into jute in- 
dustry and some oi the latter may move into paper mills and workers 
from ' jute or paper industry may infiltrate into sugar industry. 
There will be several other lines in the chain. But ultimately, 
without much hardship or disturbance, the mobility from the con- 
tracting to the expanding industry wUl be effected. 

A stationary or declining population is a handicap in the way 
of mobility, whereas a growing population like that of India is a 
great help, for the new generation can enter into new occupations 
and avoid those which are becoming unremunerative. 

Our conclusion is that although there are very serious handi- 
caps in the mobility of labour, yet for adjusting economic factors 
to the new lequiroments of industry, it is sufficient, unless the 
changes are very rapid and fundamental which is seldom the case. 

9. Mobility of Capital. Capital takes several forms. There 
is working capital consisting of a bank balance, stock of raw 
materials and semi-finished goods, and consumer’s goods. About 
the mobility of this part of the capital there seems to be little 
doubt. Money is absolutely in a floating state and can be put to any 
use and may be taken anywhere, the same is the case wifh con- 
sumer’s goods in the hands of producers.' Raw materials and semi- 
, finished goods are also fairly volatile. 

Another competent part of capital consists of tools and imple- 
ments and simple machines which can he used by every industry 
and can be transferred to any place with ease and without much 
cost. This part of the nation’s capital is also mobile. 

But^ the most important and the most expensive part of the 
communtty’s rapital consists of the fixed capital goods, i.c., build- 
ings of factories, machinery, permanent equipment of railways 
like railway bnes, station buildings, canals, tube-wells, etc. , In such 
cases mobility is lacking. AE such capital is permanent!}’ fixed and 
cannot be easfly moved to other places.^ Suppose a farmer has made 
a mistake in locating his farm house and weE and ho wants to 
mterchange the place of the two. Nothing will prevent him from . 
puinng down the farm house and dimantling the well. The 
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materials can no doubt be used again. But at wFat cost ? He 
will be able to salvage only a fraction of the original cost. The • 
loss is so much that no man of ordinary - prudence* will undertake 
this type of reconstruction. Only Mohammad Tuglaq could change 
his capital form Delhi to Devgiri and order the wholesale move- 
ment of, the people to, and then from Devgiri, There is a very 
recent instance of dismantling of plant and its transportation. When 
the deluge of Nazi hordes was Wdly a dozen milrs from Moscow, 
the Russians had t<) dismantle their plant and machinery and 
other equipment of heavy industries and transport them behind 
the Ural Mountains. But here cost was no cansideration. Such a 
thing will never be done in normal times. A Hitler was needed for 
making the unusual usual. Under ordinary circumstances fixed 
capital is fixed and not mobile. , 

Further, such capital Ls usually also sunk or specialised. Yon 
cannot turn a cotton mill into an ioo faotorj^ or a juiS mill into a 
sugar factory. When an enterpreneur has started an undertaking, 
his die is cast.’ He has burnt his boats and there is no going back. 
Not only, therefore, the fixed capital must remain where it is but 
it must also continue to bo used for the purpose for which it was. 
oriuinally intended. When we think of each capital, immobility 
seems to stare us full in the facer 

But by mobility we do not merely mean geographical mobility, 
it also means the possibility of being put to alternative, uses. Iw 
.this latter sense even capital possesses a fair degree of mobility. 
Transport services can be made to carry anything. 

Plant can be made to produce, with very slight modifications, 
entirely different products. It is said that the machinery used in 
the making of watches^ can be made to produce sewing machines, A 
plant meant for motor oar production can bo used to produce 
aeroplanes and other armaments. 

Even within its own. lino a wide range of articles can be pro- 
duced in the same factory with the same jdant. A c-.tton miU can 
’make shirting, dhoties, suiting, towels, b'edsheets and what not. 
A sugar factory can make ordinary sngnr or sugarcubes, A jute mill 
may make hessian or .sacking. The variety of final products which a 
pa])6r mill can make is indeed vciy large. To a layman capital seems 
to be sunk but the entrepreneur knows what he knows. He has 
several strings to his bow and several schemes up his sleeve. Al- 
though, therefore, capital will remain where it is yet the possibilities 
of alternative uses are not so limited. 

Besides, flexibility to tho capital structure can be imported in 
another way. There are new savings like the new generation of 
labour. These savings can be diverted to those uses, which have 
. become more important and more profitable. Every manufacturer 
sets aside certain amount out of tho annual profits towards the 
depreciation fund. The fund is utilised for repairs, renewals and 
replacements oi the plant when it has become worn out or obsolete. 
But it will be very rare, that the plant is replaced, when the time 


i 



178 


MODERN ECONOMIC THEORY 


comes, by another plant absolutely identical with the old one. A 
modern and up-to-date machinery will be installed instead. If the 
industry itself is decaying, then the entrepreneur may buy entirely 
a different plant and enter a new industry Capital is thus being 
used up and replaced or not replaced S.s the new econo nio situation 
demands. This is nothing else but admitting that capital pjsstsses 
mobility. It is not perfectly mobile, but the degree of mobility is 
sufficient for our purpose, viz., redistribution of capital so that the 
necessary changes may be made in the assortment of goods and 
services in keeping with the wishes of the customers. ' 

10. How Far is Modem Economic System Adaptable ? Having 
examined the extent to which several agents of production are 
mobile we are now in a position to see whether the modern economic 
system as a whole is rigid or flexible. Does it admit of modi- 
fication or ar^ we tied down to a particular structure of economy 
for good 1 

We have seen that the free mobility of the factors of produc- 
tion is hindered in practice. Physical mobility of land is impossible. 
Huge investments of capital are sometimes needed for clearing 
draining and improving land to make it arable. We are at the 
mercy of weather, climate and rain. These are some of the 
impediments in the « ay of mobility of land. ' 

Labour is also not freely mobile. Few are willing to leave 
their homes and hearths for a petty gain. People like to live on 
in their native environments on account of difficulties of language 
and the differences of customs. Difference in skill required for 
different occupations, high cost of training in some professions, 
long period of apprenticeships in others, social disabilities and state 
regulations make free entry into an occupatiorf a myth. 

Capital is tied down to its rocks. To dismantle it and trans- 
port it proves a costly pastime. It becomes so specialised as not to 
be available for any other use. 

These are real difficulties. But inspite of them the structure " 
of productive economy is fairly elastic. It is not so rigid as it might 
seem to be. Land can grow a fairly wide range of crops, and it can 
be put to several alternative uses indeed. Mobility of labour 
between industries is easy and that between places is being facili- 
tated by cheap and efficient means of communication and trans- 
portation. Mobility between different occupations is being assisted 
by^wide diffusion of educational facilities and those for technical 
training.^ The advent of the new generation makes up for the lack 
of mobility on the part of the older generation and it is pushed into 
new channels. Physical mobility of capital may not be possible. 
Yet a given plant can be made to produce a number of alternative 
products, so that variations in the composition of final products or 
consumers’ goods^ can be made without much difficulty. The 
factors of production, therefore, present little difficulty when an 
entrepreneur has decided to make changes in production. 
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„ 11. Conclunon. The spirit of - individualism and competition 
is abroad. Three freedoms have been given to the economic world, 
viz., freedom of enterprise, freedom of coritract' and free use of 
property.. The' advent of democracy is breaking down political 
- barriers against the common man. Spread of socialistic tendencies 
everywhere is- sweeping the social disabilities. The phenomenal 
development in the means of communicatmn and transportation 
has annihilated space and time. Economic dictatorship in some 
countries has bent everything to the will of the state and changes 
in the production structure would stagger a man of -the last genera- 
tion. Scientific progress and improvement in techiiical knowledge 
■ have opened unheard of plossibilities for the entrepreneur! Several 
new industries have been developed and old ones allowed to decay 
unwept. The modifications have been smooth and imperceptible 
’ without the slightest shock to the economic system. We can, there- 
fore, safely conclude that the modern economic system is perfectly 
.adaptable. The World War II has demonstrated to what extent 
and with what rapidity the national resources can be diverted and 
put to uses which the community decides to be most urgent. 


CHAPTER XIII 

FORMS OF BUSINESS ORGANISATION 

1. The Individual Entfepteneur- Entrepreneurial work _can 
be organised in different ways. The earliest and the most numerous 
if not the most important tyjie is *one-man’ business. Anybody 
who has a small cajiital can -^eb up a bu«incs' The initiative is in 
the hands of the ou nor of the capital. For staiting a business capital 
is the primary requisite. 

The organiser of ‘one-man’ concern put-j in his oun capital _and 
may also borrow ''Omc7'~He will rent a shop and have the service of 
assistant iHnecessaty. He himself makes purchases and personally 
attends to the sales. He is Ills own manager. He initiates, organises, 
directs the w ork and'takea the entire risk The sole proprietor 
combines in his person the function of capital, enterprise and eveff 
lahour in many cases. ~ 

Such a business is generally conducted on <i„8mall scale. This 
was the type of organisation prevailing in ancient India when her 
industrial achievements had reached their zenith. In agriculture 
and retail trade of all typas, the sole proprietorship system is still 
1 he rule m>most countries even now. 

2. The Advantages of the Individual Entrepreneur. This 
form of business organisation offers several advantages, 

(1) The combination of Qnancial interest and sole responsibility 
for running the business is conducive to efneienoy. The individud 
entrepreneur works hard, long and late. The interest his busi- 
ness is uppermost in his mind and provides an incentive for 
unremitting toil 

(2) All,transaotions and operations are, through prudent manage; 
meat, performed in the mos^_ecpnomical manner and waste of 
all kinds isjeliminated. No elaborate acoount-Tie^ing is necessai^ 

(3) It is possible to pay indiyidual^personal atteation to all 
customers and give them eatire_^tisfactidh._a;Lniinimum cost. 
Every change in tastes and fashions is noted and provided~forr 

(4) The individual entrepreneur is in the best position to satisfy, 
demand whiohjs strictly local or fluctuating. Quick deoisioiis*^re' 
possible to meet rapid changes in business conditions. Pew forms 
of business possess such a high degree of flexibility. 

> _ (5) This form of business is also the earliest ..to. start and. 

easiest_to ,wind ,up. The individual owner is the ' only one 
'concerned. * 

Within its limited sphere this form of business organisation re- 
presents effici ency^ani ecraomy of quite a high order. 
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3. Limitations of the Individual Entrepreneur. But there are 
also limitations from which the individual entrepreneur suffers, 

(1) The ' c ^anital at the command of the sole proprietor .is 

.generally meagre wtoh jirOTent 3 „expansion,.of_ business, however, 
profitable. • 

(2) Also one man feels very mu ch han dicapped^ in looking after 
the many sides df'th~eT)Tl8ige8^3r~~ l^ere i s a li mit to hum an caj^acity. 
This makes him forego several economies andTimss opportunities of 
making'prbfitable'bargainsr "The'sefhandicaps hecome mor e mark ed 
if the entrepreneur is becoming old „andlnoJlonger_p,oss6Bses..,Kis 
^uthfurvigourr-energy^and'mental .alertness . 

t (h) No first rate business can be built up in this way and 
no country can win industrial Jbadership.„when her business- is 
oiganisecl inTeuch'a’pnm'itive' maimer. 

4i Partnership. Limitations of one-man business give rise to 
another form of business organisation, viz,, partnership, ^o,-- 
thre e or more people combine, con tribute_capital a-nd agree, to lhare 
pr^ts,and_hsjir ioBs"e’s irTa’gfee^ proportions. ^ It is., not necessary 
that eyerybody.'.muBt' contribute, and contribute eqvlally_tqwards 
capital of the business. A partner may simply contribute Bis 
ability ‘"Similarly, jfe:is not-necessary. that -profits .and Josses should 
bo share^'injihe same proportions. The terms of partnership are 
KighTyelastic’r'' The' responsibilities and the privileges of partners 
are laid down in the partnership deed, Which, however, can be modifi- 
ed by common consent. The re is no state cDD-trol^so-long— as -the 
activities -of. the JSrmtare Jegal. 

B aitnersh ip type is a very suitable form for all -.medium-sized 
b usinesses ,. .where personal offorte of the owners are essential, c. g., 
flour mills, hosiery faSt'dries, ’ furoitufe works, .ice factories, sports 
factories, banking firms etc. Although it is not so numerous as 
‘one-man’ business but it is quite common and important. 

■ 5. Advantages of Partneirship. This form of organisation 
offets' several advantages. - , 

. (1) 'As compared with the.individual ratrepreneur, they have at 
their cojoamahu' larger bapital, _more bu 3 iness~“ability" Urger resources 
^and-bigggr niau- p ower . " 

(2) It is possible to establish _wide^ personal contacts. . to the, 

mutual a dvan tage of all. ' -- 

(3) , Business can be run on a larger scale enjoying the various 
economies'df 'soale’r e."9.7'’econbmy '^'spaca, economy of tools,' 
economy of specialised labour and maebinery, economy in buying 
and selling, larger expenditure on research and experiments and 
publicity. ' 

(4) The I union _pf ownership^and management is a spur ,to 

. efficient and^eqncmioal working, ' 

" ^ (6) It r^pndgjpIopptl.y-.to..changcs Jn bu sine ss co nditions and 

The partners cam tab© prompt' 'decisions. 
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There is no red-tajjisra. The whole procedure is simple and, not 
cundjersome. " ' ' — 


(6i The osistence of unlimited liability curbs tlie speculative 
tendencies of the iiartner-^ and prevents launching of rash and^riskj' 
enterprises. But they have at the same time the ability and the 
resources to keep pace with the times. 


The partnership type is said to be virile, mobile, elastic and 
efficient it only they can work m'harmony. , “ 

6 Disadvantages of Partnership. If the partners work in 
close and cordial co-operation, tho business is bound to go up. But 
this IS a very big IF. 

(1) In actua^praotice thejiartncrs belmve in a selfish manner, 
doin g the minimum anil trying to get the maximum "out of jt.’'”ln 
case of a mishap everyone blames tho other. There are dissensions 
instead of harmony. The dreams of congenial comradeshipuJire 
seldom reahs^ed. Nothing gets done on acebunt of constant bicker- 
ings. There is no wonder that partnerships are short-lived. 

(2) According to law partnership must bo dissolved in the,6venty 

of a partner s dcatl^ ban^iyitcy-or lunacy. There is thus no conti- 
nuity of existence. ~ ' 

(3) But the^reatest handicap is the unb’mited liability. Eveiy 
partner has the right to bind all others. Folly and obstinacy of one 
partner cari ruin all others. In case of faUuro tho partnership debts 
can be realised from any of the partners and their private property 
can be attached for the satisfaction of creditors. No partner can 
say that he is only responsible for his share. The unlimited liability 
makes the policy of tho firm timid and unenterprising. 

(4) Further, tho partnership resources are too limited to enable 
the partners to do big^business. Obviously business of Kulway’ot- 
shipping transport, insurancTor iron and steel works could not be 

/ rmdertaken by a partnership. 

This form of organisation cannot meet the requirements of 
modem industry. 


The law allows a partner to get 
his liability for meeting the debts of the firm limited to a certein 
amount by agreement. But such a partner cannot participate in 
management. Al^o.evenm hmited partnerships, there must be 
some partners whose liabi ity is unlimited. All the partSJs “STthr 
firm cannot limit iheir liability. This type of partnership has not 
been very popular. ^ 

^ 8. Joint-Stock Company. Tho Joint-Stock Company is un- 

doubtedly the_mos^ortant typo of ^business organisltion today 
and it seetotp remedy the disabilities and thT'handicaps'df the 
partnership. ' 

Joint stock companies are of two types : 

paniM companies and (u) Public limited com. 
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9a. PrivMe Limited Company. The mjnim am n umber oi members 
is two ah3 the maximum 60 exclusive of'lEIi^e^em^oyees."''' WKeh^' ' 
partnere!npTtiiiness~expand8"bey6nd‘{he~’ca^^ of the partners to; 
bep the lossesj they can limit their liability by getting themselves ^ 
registered as a private limited company. This device enables them '< 
to retain the control of business in their own bonds and they, can ' 
create salaried posts, generally well-paid, for themselves, their rela- ' 
lives and friends and get profits in addition. The scale of. salaries 
may be so high that much may not bo loft to be distributed as 
dividend. But this doesno^ worry them as they have amply com- 
pensated themselves through salaries. Only those suffer who have 
been induced to subscribe to, capital without having a voice in the 
inner councils. Such are the devices' adopted by some unscrupulous 
jntrepreneuTB. But all are not such. 

This form of organisation offers all the advantages of partner- 
ship : s ecfecy 7' '~prornptne69, sejf - interes t .. leading to ecdrioihy and 
elficiency’wilhoutTits^TMdyaifta'ges arisi of ,the,„unlimited 

li abili ty, ~ . A private ihnited ebmpany is not subject to any, rcstric-' 
tibnFregarding minimum subscription of capital before it can legally 
start business nor need it file with the- Registrar of Joint-stock 
Companies any annual return or balance-sheet. It has, horvever, to ; 
work under some, other restrictions'. It cannot publicly or„ through a ; 
public, advertisement of thb-prospectus -invito , the jiublic to subsoribo \ 
tojts^sbare.capitai. . The.sharea-are also not transferable, ' 

It is a very suitable form for launching speculative enterprises ! 
holding out a. prospect for high profits but not requiring finance. ] 
Most of the middle-sized industries are run in this manner and they ■ 
are invariably converted into publio limited companies finally, if 
the, business goes well, 

9b. . Public Limited Company. A minimum .of seven persons 
can. form a public limited company antTlEoreTs^p niaxiniu 
-seven persona, who intend to start a joint stock company for carry- 
ing on a business can do so by submitting to the Registrar, Joint- 
stock Companies, for his approval two documents (1) Memorandum 
qf Association giving the name of the company, head office, airns 
and'T3bj®6fi^^nomination of shares and the amount of the share 
capital, and a declaration that the liability of the shareholders is 
limited and (2) Artid&s^ot^Assod fiLtion, giving the bye-laws of the 
company.',-' ..'T*"* . 

If the Registrar is satisfied .that all legal requirements have 
been fulfilled, he will grant the certificate of incorporation. The 
company is registered bbt it cannot start business unless a certain 
minimum of percentage of the issued capital has been subscribed. 
This is to safeguard the investors lest a few gullible investors should 
be roped in and defrauded of their money by bogus company promo- 
ters. The minimum Subscription will show that many more people 
have joitied and it must be a genuine.' venture. ' 
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4lfter gettinp it registered, the promoters of tho company issue 
the prospectus, do a Jot of canvassing and utilise the services of^ 
proieisicnnl undcr-STriters and sell the shares. 

The share money is not paid in n lump sum, a small amount is 
paid uith application, then a certain amount per share on alloment 
of shares and then further calls arc made as and when tho company 
needs 

Within six months of tho allotment of shares, tho promoters 
must call a general meeting of all the shareholders called «tho,statu- 
toiy meeting which elects tho directors. But the clectionis^ " 
foregoTio conclusion. The promoters, who have floated tho company 
and who know what is to bo done and how it is to be done are 
naturally elected the directors. ^Once in the saddle, they show no^ 
inclination to quit. With sufficient number of proxj- papers In their 
' hands, they manage to get themselves elected esroryycar. Tins is 
E how the company gets going. 

The companv raises funds through the sale of shares and deben- 
tures. Tlio student might well acquaint himself with certain terms 
used in connection -with capital and tho diitorent lends of shares. 

10. Shares and Share Capital : Authorised, Registered or 
Nominal Capital. Tliis is the amount of the capital with which the 
company is registered. Tho company is authorised to sell shares 
up to this amount and not more. Actually the capital raised is 
different in amount. It is, therefore, onlv a nominal capital. Only 
a part of authorised capitol is issued to the public. 

Issued capital. It represents the amount of share capital which 
the public is invited to subscribe, but the whole of it may not bo 
sola. 

Subscribed capital. It means tho amount of share capital sold 
to Ibc people, but some of the subscribers may not bo able to pay 
for the shares they have agreed to buy.' 

Paid-up capital. It represents the amounts actuallv paid by tho 
shareholders. 

The following are the tapes of shares sold by a joint stock 
company : — 

Preferen c e shares , _The holders of such shares are guaranteed tho 
payment of ~ a certain percentage on their capital before anything 
can be paid to the ordinary shareholders. Preference shares may 
be c umulafive w hen tho dividend on them goes on' accumulating. 
They^are paid when there are profits but their profits will go on 
accumulating, because their account will' be credited even in the 
Years when no profits are made. Preference shares may be non- 
cumulativ e in. which case the shareholders will get dividend for the 
year when sufficient profits have been made. Then there are parti ci- 
jpf^erence. shares. . -Besides getting a fixed percentage, thej' 
also get Tufflieffshare in profits if the profits exceed a certain limit. 
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Ordinary shares. The .holders of ordinary shares rank for 
diyidehd . next^to the preference shareholders. Preference share.* 
holders -will he paid first and. then the remaining profits are distri- 
hnted among the' ordinary shareholders. ' 

Deferred shares. They are also called founders’ share s. The 
holders of these • shares get profit only after thelslaims of the other 
classes of . shareholders have been satisfied. These shares are 
generally kept by the promoters for themselve.s. 

Joint-stock companies also raise funds by the sale of jkbBnturea. 
The holders of debentures are creditors of the company and not Its 
shareholders. They, must Ije paid int erest, profi ts or no nrofit. . This 
i n brief is the ~brgahi8ation of a piiblib jbiht-stocE company. 

,11. Advantages of a Joint-stock Company. There are several 
advantages which can be claimed for this form'' of Prganisation : — 

1. The company business is generally a.large-soale business. 
Therefore it .eniova-all- t he ec onomies : of, laTgerSoale-production. 
internal and external, viz., s peciali sation of labour and machinery, 
c ommercial advahta^B in buying an d selhn§ rs gving1tr i:eirt^'"8^ih^ 
in a dvertisement cost s, adyantagei of "experiment3.,a nd r esearch, etc. 

(2) Besides these, there are several advan tag e s peculiar .to the 
organisation^ J^elf It is difficult to see hoW in the absence of-suoh 
ah organisation so much capital could be raised. ’ S hares, are, o f 
small deaminati on and they suit . alI„pockets , and .tempera ments 

‘^''^i'^ous.to the speculative. Even people of small means 
are ehabled to ,pai:ticipate in business undertakings otherwise 
these small amounts would have served no productive purpose. 
Hence large capital p an be rais ed. 

(3) The fact that liability is limited and s hare s are transferable 

induces many people to subsonbe t o the share capi tal TEuTpmall 
ah3~ 8catt'ered~" a 'mbuii t a of "capital lying in remot e parts "bf the^” 
country are mbBilise^d"and"tTrrned into productive ohannels^’^'IBabjt'" 
o UthrifTis str ehgt hehe^'" 'Msnv^^biiBiDeBses like transport would Eove . 
been~impossible ■without large accumulation of capital. No entre- 
preneur of proved ^ability need suffer for lack of capital. Business 
can be expanded ' almost at will. The great problem of capital 
supply has been solved satisfactorily. It is only by this means 
that businesses requiring large initial capital outlay have been 
tackled. ) 

(4) The_ limitation of liability enables risk to be taken and thus 
many_new,. fields* jof busiMSs' ^ 0 "bpehbd"out.““'Thejaik of failure is „ 
insur ed a nd a ctual loss, if any, is widely distributed ^ong numerous 

^JshareH'^ers.*’" ""'T*'.'-' ^ ■"7''’ 

(5) From the_ point o |_yi'e'w of the indivi dual investor, too, it 
h?!. gl.sf’itL.&dyantages. Not < only .is KfsTiiahnit^bO^epayment'of 
the. debts».of- the. company li mited, but.he.is.enabled to sprea'd oufZ 
.bi s inv estment over a numhhr of concerns.. He need not place a]]™ 
.the "eggs iri'bne'basketr '* 
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Fiirtbor, he )S not to the company forp'ood. Wltcnever 

,bc wisbc"?, eilinT boc.m'o bo thinks that it is a boyiis concern or 
bocau-o be needs money, ho can dispo-ic of his holdings tlironch 
Ubo stock exebnngo. 

(0) Dnliko the partnership the companyjs a legal entlLy. It is 
a legal person opart from tho '•harcbolderH or directora. It can 
Brio and ian he sned npon. It js indej/endent of niiy_parUetil#£^^ 
per^oii and enjoys a pcqretusl caisteuoe; Thl' Is o great gain. T& 
busincej norr need not come to iin end vrhen tlie original entrepre- 
neur makes nn exit. Further, it is on .account of it« everlasting 
existence that invr ators ca.n be perBunded to invent money cvo.a 
though for ye.ars there i« no prospect of profit. 

(7) Separation Ima been effected between tire capitalist and 
entrepreneur, and tho coms-'quent Bpeciulhation has enhanced pro- 
^ductive cflicioncy, hecau=c formerly tho aapilahat lacl:e(I'Bu?Tnci5 
ability whereas the entrepreneur lacked capital. 

[S) Tho mnnagement is deraoratic, cfBcitnt and economical. The 
directors who run the bufinoBs are ele'ctcdlii* the Bhareholdeira'and 
mayjiot be re-eketed if not found s.atisfactory. Thov art* supposed 
to bo people having wider vision.^ndministralivo^ ahilitv and ^bmi- 
Iness, acumen. Their expert advice and guidance is nvaira(Jre''to“tho 
(Company at a very moderate cost. They do not gel anv salaries 
^ul only a fee for attending the mcetingB of the Boanl of 'Directors. 

12. Disadvantages of a Joint-stock Company. There is the ’ 
other side too. 

v^dl) Tho nmnagoment is demomliojonly in theory ; it is aotu- 
nllj’-. oligarchical. Tho directors are pracUcallv self-appointed and ' 
they remain there as long a® tHey^hoosc. ‘ 


(2) Some of tho directors arcjunscrupulous and exploit the un- 
warjmnv-cstor. Tiicy_u.io inside knowledge Tor fhcir^aiSlhencfit., 
1 hey manipulate matters ^in such a manner ns to buy ehnrcs when 
tho company is going up and unload when it is going down. 

(3) Fraudulent publicityalcrcivcs tho public. The rosy picture 

given in tho__ prospectus is somctim c-s ii Uerly false. ~~ 

(4) Tho directors are often lawyen: or doctors and have no 

oxpericnce_^rkH0Wlcdgh7:-Th 

share qualification. Out of 175 director of cotton mills in Bo^ly 
jn 192o only 11 had received technical training. "The choice oi 
'^■'^dircctqrsjs a leap m the twilight.” ^ ~iic_£aa!S£_ei_ 


, owners of business I c the 

*JHcl^is,Ar^conccrjmd-on^ with : profits.* Thfi'wdfrro of the 
empldyi^is utterly neglected by the paid managers So ekpre^ 
the.r helplessness on the p ea that the shareholders damour for S 
jdends. Thi^lossjjfJuimafutouch is a net loss liurl i • 
becomes purely mercennrv ^-^^2Li2!l_^nd^Uio business 


(6) Thoji^ility^ being limited and the shares being transfor- 
aWe, Jhe^hareholders, t^kdnb^^QnjhV 
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them attend the shareholders’ meeting. Their anath v^ and-Jndifferi.. 
ence throw s, alLn.Qge rs in the hands of a fe w directo rs, .•w:ho...induIge 
irfnepotism. La w is often evad ed. D esire lor personal ga ins jules 
. (7) ■ Sometimes the d irecbor a lau nch rash en terpr ises be caust 
it is easy to playducks and drakes wilE T' otEerrp,eople!sTmonevr"'" 

(8) Th e organisation is too ponderous and nnwleldy .- It can- 
not take qni dEReciaio^. TheinoIicvJia often . yaoiUating and luIlGol 
c oinpromises. It is ohly_Attib,e5jiLJidlLin§ssesjffihioh.oaii^ .^educed 
.to, set ru teiT^iclTare fool-proof an d knave-.p foof. It is not fit for, 
piQneerm g wor k or ^whefe"" changing "conditions .xeijmre^jDLnatant 

cljanges in policy dr production or "whe re , .c usto niers. are ■W.on...with 

dl|Kulty,.and~l03t:rrtrthB3lightHfc..pretext. 

■ Weighing all . these pros ‘ and cons we come to the conclusion 
that i n spite of .d efe.cta..thia ]kind„oX~,^organiBat^onJE!apLbleTof/doiag 
muc h good. I ts services in the econom ic field are_great. In the 
libsence of'^ the i^^nt^stock . principle indu8triiI~development and 
efficient exploitation of the natural resources of the country would 
not have been possible. It has proved to ^be a p ower£ul._ancLan 
efficientj6ngtn6..pf. production. • 

13> Holding Company. This form of organisation -represents 
no new type. It simpiv means an arrangement by which one co m- 
pany comes to acq uire-ah<L,o.o,atroL-intere3Ti n an other. ~Tfie device 
genifally adopted is the purchase of the ma jorit y of the slmres of 
one company b v,. another. — ^e comoanFwEich buys tlie shares "an d 
thus comes t p.cohtrol-andther^ompany_i8 . called' the Holding ~Ooin. 

holds dr contains the other.in itseli^ as it were. And the' 
company whose shares have been so acquired and which- comes under 
the control of another company is known as the subsidiary company . 

Sometimes a company is formed for the avowed, purpose ofpur- 
chasinglhe bulk of the shares of two or three going concerns, The 
holding company just buys the shares and controls those, concerns 
but does' no business itself. In some cases the holding company is 
itself a going oo'noern, doing some business' of its own, but, decides to 
-buy out one or two other companies' which may be competing with 
it of because som6 'other ecoriomies , or benefits are expected from 
holding them< . > : ■ s - . ' ' ' " , ' 

, , tA- Advantages, of a Holding .Company. ,The device of a 
holding company is found very useful in reap i ng ficuwoTO ies of inisqra^^ 
lion. _A dyantage is taken of the technical and., expert ' st^'^ the 
ot her company ; com mon purcha ses ol~Btorea.*^ahd4 materials can.be 
arranged with all attendant economie8™7riiLefe are administrative 
e conomi es ^ hayjng.-.practically _a’,„'common Jlnanagement ;” patents 
c mobe pooled^nd .alllthe_,v.oombined resources „,us€dit0A.the^35utual 
a%ptage ortbJt wQ,..concern3.. ^ When "trustifi^cation is not -found' 
feasiBledn account of the unwillingness of certain units toi efface 
themselves, . the holdihg-conipariy ' device proves -quite handy . and 
is as ^vantagebiis' as a trust, ' ■ ; " ■ , . - ■ 
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' It is evenJbetterJ;lian_cartellisatiqnX|PX5?i?S 0^^ cartekto be ex- 
plained later because a c artel laclr s permanence an d s^bility). It 
does mot enable a long range policy to be pursued). It is nqCfi I\-§5£L 
m atter to retain the Jdelity^pfthe.xarions -units that form the-cartel. 
The y alw ays -n-qrkjinth .mental .rescrrations, 

15. Drawbacks of a Holding Company. There are less com- 
mendable aspects of the holding . company too. The controllin g:, 
group, mayjust.have.a hare. jnajority^of.„the.8hares an3jiae.jrough- 
shod without caring for the big minority. qf the ..shareholders. Out 
of the shafe"capital of one lakh of rupees^ they may purchase 50,100 
and then do whatever they like. The shareholders representing the 
stock of Rs. 49,900 are sacrificed. It is not a question of .minority 
shareholders of one or two companies .suffering. This device is con- 
tagious ; it spreads its tentacles far and wide and builds up a long 
chain of satellites or subsidiaries. The sharehqldei's^ni.oney,.iS”Used 
hut thej are, deprived of -,any_Toice4nrtEe"lifiairLof-the -company.. 
ItlTsq unfair.and undemocratic. 

There is another drawback of the holding companies from the 
public point of view. IfJ;h6_6nbsidiaries .happen to be., p.riyatc.£om;:^ 
panics, they are under no. legal obligation to file any returns or 
balance sheets [with the . i&gistrar_qf Jqi.nt-stbok' 'C6m|)ames’.~~ThBir 
balance sheets will, of course, be prepared but holding coin^ny may 
"treat them as confidential. The y ma v not disclose how; the. subsi- 
diary jBompan 3 ij 8 .foring jnbuSne.sSi_ iTIjnay 'h'a%^lnMjre3''ar~h'B3VT 
Ips’s but the Erectors of the holding companylmay^n'ot' giveaTcleaFBlld' 
correct idea cif itlfejstate~ of J affaire/ The conditioh'^'.of ' TSe’Tioldmg 
(oompany depends bn the cohditiori of the subsidiary. But the hold- 
sing company may prefer to observe prudent silence about the affairs 
j" of the subsidiary and thus give a wrong impression to ' the public 
>&om its own balance sheet. 

In GermanjJiolding companies are very..comrDpn. The banks 
maintain_finanqial]infor^Jn_6eyeral^in&ustrial,concern3,.andi_there 
is interlpckingjjf_directorates. i V^isTa rare phenomenon in India. 
The nearest approach is the managing agency ky stem “undSf^whicE 
a 'private firm of managing agents, generally a family, concern, 
operates many different, types' of concerns, c.jr., Dalmias.faave their 
own insurance company (Bharat) ; their own bank (Bharat Bank), 
cement factories, sugar factories, paper mills. Airways, etc. This 
system makes available economies of integration both in distribution 
and production. ^ • 

16. , Managing Agency System. ■ Thpjmanagi ng. agency syst em 
M_a.cnrions_appendage.to.the. joint-stock ,‘_organisation._in.'-India,.an^ 
it .fundamentally alters its character and working. Almost every 
joint-itock c6mpai^itrlndia7"except ,ui tho field of banking, has a 
/managing agency attached to it. tostead of a manager or a managing 
director managing a . concern, the work,*of management is ehtrust- 
ied to a' firm called the , managing ageiiby.f. 

< The existence of the managing agency in India is not a mere 
accident. There are.s pecial re asons wMoh gave rise to the ' growto 
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of ^this s ystem ; the s hyness of Indian capital and ., consequent -In- 
a dequacyVf bhe_amo unt8 raised from^e investing public, the late 
development of 3 o iht^ o^~"BaDEng 7 !tlie aBsenoe of special financial 
i nstitutlo nsTIke t^e isFuiny houses.imEngland, the lack of competent 
direotora te3he (tearth^^managerial abi and the. practices of, the i 
cojnmercial.banks jelating.!, to' 3)ahlters[,,adyances.jare_ som^q . of the 
causes that.,hay;e conspired to throw, industrial ' en terpr ises in India 
inti£thej.rmsj:)f ttie managing agents. 

17. Functions of the Managing Agents. There are several 
functions which the managing agents have taken upon themselves 

(1) T ^v act a a.-Jigent3--of. -their— concerns in the purchase of 
materials any r^hinery, . the saIe_of,.,finished goods.-and„inaurance 
of plant, buildings an d stocki-trade. 

' (2) They do the pioneering ji,^^paye,,the,way„for..,the.^foma- 

^QpL_of-.the-^dSCBmrr^hey*"Bo Ibhe preliminary . prospecting ,land 
ne cessary research so t hatjbhe-concern maylKe brought, int o exist ence. 

(3) _They carry. j>n„the Joutine ~ business of-the -concern. Their 
function does not end with its birth; they carry on day -to-day 

" operations as a manager would do. 

(4) But the most important function which is responsible for 
their continued association with the ' concern is the finanpial^assis.;:, 
tance t hat-thev render jbqth for block and.the .working capital., . Nok 
o nlvjd aJJiev.pusK^K e"sales of the .shares, , but they _ themselves^buy 
the.bulk.olELthe.share8. ...JThey lend substantial amounts themselves 
to the company and also arran ge fo r finance from the b anks when 
t heir personal, g uarantee jiuralmostZSnyaHab>ly.:,necesBary. '~If IF'alsd 
the reputation and the influence of the managing agents whidh 
induce some moneyed men to place their money with the mill as a 
deposit. 


. The managing agents in Bombay had to find Rs, 10 crores and 
at Ahmedabad Rs. ,360 lakhs for the balance of fixed capital expen- 
diture and working capital^. An analysis of funds secured by textile 
millsdn Bombay, in 1936 reveals that of the total loans, secured and 
unsecured, the advances by the managing agents came to about 76%.^ 
The manag ing age nts ar e, in short, p romot ers, financiers, mana| 
gers, purcJmse^and sUes agents all rd^^ in oner*''"'' 

18. The Terms of Ae Managing Agency. For the services 
that the managing agents ' render to their respective concerns, they 
have been rewarding themselves in a variety of ways. T heir remu - 
neration ..takes usuallv-the following forms ; , ~ 

t®) a fixed monthly office allowance ; , , , . . 

a fixed minimum commission calculated monthly, 3 'early 
^ or half yearly : ' . ■?! 

\{(5)^ a fixed percentage on profits ; ■,,, 

^d) a fixed percentage on purchases, sales or production. . 


1. Report of the Central Banking Enquiry Committee, '1931, Vol. 2, P.' 387. 

2. Report of the Textile Labour Enquiry Cotomittee, 1938, P. 63,, 
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The office allow'anco is intended to cover the ■ expenses of the 
clerical and secretarial establishment. The fixed minimum commis- 
sion guarantees to them a fixed minimum income irrespective of the 
financial results of the working of the concern on the ground that a 
manager must be paid his salary, profits or no profits. Unless a 
fixed minimum is assured few would take the risk of launching 
a venture. The commission on profits brings about a closer identitj' 
between the interests of the shareholders and those of the manag- 
ing agents. But the other commissions, viz., on purchases, sales or 
, production, may enrich the managing agents at the expense of the 
; company. 

According to the Indian Companies (Amendment) Act, 1936, the 
remuneration pf the managing agents is. iixed as. a ..pereont^g.j)ji. 
net profits subject to a fixed minimum in case of absence or insulfi- 
cfenoypf profits. Any other forih of femuneratioh on any vaflatiOTr 
of the terms has to be sanctioned by the shareholders. 

19. Merits 'and Demerits of tie Managing Agency System. 
The managing agency sj-stem confers the following the 

concern they manage ;• ■ ' 

(1) ^q3ert,. reliable .and continnons_managemeht„i8 ..provided 
by the managing agents. 

(2) Advantages ^f' iptegration,. .or.. horizontal combination.are 
available to the concern's’ under one managing agency. . A . great 
economy is effected when purchases or sales are effected through 
a common agencj’. Th e offi ce .establishment, is_also coonomioalJy 
organised, as one centrakoffioe serves a number of concerns.. There is 

a saving in office rent. too. 'Various economies internal and external 
are' leHised.- 

(3) fi^anqial^co-operation is ..rendered .possible by lending the 

surplus funds of one concern to another. : ■ , 

(4) The system combines the advantages of a partne rship type 
ofbusiuess organisation with those of the- joint-stock type. The 
managing agency firm is (either a partnership or a private limited 
company practically a family concern. By the association of the 
managing agency firm with a joint-stock company the keen self-in- 

(Ip^t, ii^tiatiye_^and_^ virility, .resourcefulness . and. .'adapfaHIIity-qf' 
|tije partnership are harnessed to the service of .the large-scale.,or-. 
;ganisation"of the joint sto^ companie's'.' '' ' - 

’ TE i~financial assist ance rendwed by. the managi_ng_ageniB 

to their concefni^ias been of great "valae. They haver often saved 
their concerns when financial aid could not come from . any other 
source. In the absence of initial pash given by them many concerns 
Would not have seen' the light of the day and many .would have 
withered'away in adversity. . 

JistBStHs— Bat several evils have arisen on account of undue 
concentration of control of a joint-stock company in the hands of a 
fewnersons. 
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(1) T jhp int.PTP.Hf, 9 of tha-Bhareholdetsj&te-&nlaprdinat£(Lta-i.lioae. 
of thejaianagmg„agent.s. The terms of the managing agency are 
sometimes such that it is possible for the managing agents to swell 
their earnings, though the company is actually losing. 

(2) There are ample opportunities for fraud and exploitation 
and the nnH ompulona^anaging agents have not, been slow ,to make 
tliSTSostrof ■these oprmrtunitiesr The 'Ipiihg.h.aTgains - aie^put-into-, 
the-aotSounOrthecomplny- and'-fihe profitable . ones-are. treated as / 
th gr’privat e business. The y receive secret a nd illicit commissionsr 

’~|ff^Se"mtereEh-’’ of the' numerous concerns under ' the same 
managing agency are not always identical. In_j!ase^of— a—clash — 
betweim such interests spmejcompanies gain at the expense nf pthers. 

^ Se system has hinderpjdJbhe-growth-of-independentjiirec- 

torate. The.directora ar e m ere . figure-heads- or-so.jmany ..rubber 
stamps. They play^ second""hddle to the managing agents. Mr, 
MrA.Wadia'in his evidence before the Tariff Board in' 1927 stated 
that if the directors took an active part, they had to go. And Mr. 
Wadia was a director in 13 cotton mills. The directors are thus 
dummies. 

(5) They have go t too' ma ny.and..top^.e.at,.a...yariety.of„con- 
oems under^em and they. cannot .do justice to all. In the words 
of Bihar and Grfssa Banking Enquiry Committee, “they^,hayegot,too^ 
many irons in the ya at a nd u proariou s fae of them, activities.”. 
MeSSfrAndrew Yule ahcPCbmpany managea‘"64 Vohcerhs including 
jute miUs, coal-mines, transport companies, sugar factories and 
many other miscellaneous concerns. 

,(6) The manag ing ag e nts are mo stly drawn from the merchant | 
c lasses and are gener_alIy„ignorant_ of industrial , techni^e. They! 
hav6~ not'‘be^ '.-ah\aIhtLforihjer_JnAn&iriaL.dCTaWment„m,. 

They have devoted their a ttent ion more to commercial activities. I 

Conclusion- Our conclusion is that there is nothing wrong in 
the system. It. has potentialitie s both fo r „ goo d and eml. In the 
hands of- honest, efficient and conscientious agents, ~it has^'produced 
remarkable results, whereas in the hands of unscrupulous agents, it 
has led to disgusting evils. We endorse the view of the Indian In- 
dustrial Qimmission that the system has a fargre^erjisty^fjucoesses 
tq^its^ credit than can.be shownTiy . ordinary company mana gement 
.under individual managing ffirectorsk . All the same ii mus^he con- ' 
c^ed that the system is Very exp ensive an d our ind ustry can ill 
a.gbtdJpJjear-its cost. --. As an industrial concern becomes well~'e^ta-' 
bUsbed and the business has been reduced to a routine, the manag- - 
iug agents’ risk is correspondingly reduced and their remuneration 
may well be scaled down. i 

20. Monopolistic Organisation. Monopolistic organisations 
like trusts, cartels, rings, ‘pools and combines play a dominant role 
in modern industrial ^ructure. We prosposeto devote a separate 
chapter to the discussion of monopolies. Here it may be said that 

1. Vido Report, P- 13. - 
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Ihey take a vnrictv of forms, 6onictiine‘3 tmironirj' and sometimes 
permanent. The area of operation may bo a disfriot, a country or 
the whole world. Some of these .arc gicantio concern®. The 
essential feature of the monopolies i® that they sock jo ctomato 
competition, jarlinlly .or whol!}-. Ha;yu£ control over the .^eupply: 
cinTerhyvittue of their owning some essential material or because Jt 
is not so easy to start a new concern of hugo dimensions, Uhey FC-ek to 
impose their own terms on the market and thus ni.aximho their profit®. 

After_tho War (1914-1918) 'combination •movement spread as 
a part of a wider movement called Rationalisation. In fecvoral 
countries like Germany and Japan the .state fostered the growth of 
euch combinations. Stahlvcrcin , n giant concern in Germane , was 
< the result of fusion of irotTor steel companies. It owned 52 fur- 
naces with a total capacity of 9.2.5 million tons nyear. Tlic .Japim^^ 
Cotton ^Spinners contained 60 spinning companies out of a total of 
74'Thd controlled 97°(, of spindlago in the industry. Oji Paper 
Manufacturing Company of Jnjian controlled Q5% of the jnSusUy. 

During the last dcpre.ssion, the British statesmen, too, who had 
always been the votaries of fnisscs/nire doctrine, started encourag- 
ing co-operative and collective action on the part of industrialists as 
a means of fighting the depression. The Lancashire Cotton Corpora- 
tion by 1931 had acquired a control over 107 companies. \ 

. Tito current belief is that such combinations are not necessarily . ■. 
inimical to public interest. On the other hahdrthoy are productive ^ 
of mucTf good to^the community. I mliu cd with a public spirit a n9._ 
turned into semi-public institutions thej- can Im used for tiroTurtficr- 
ance of national interests. Cartellisation has been often recom- 
mended in India for cotton mills or jute mills This is the only way 
that reorganisation of industry can bo cffoctcd so that it is belter 
able to meet the menace of foreign competition. Our cement industry 
saved itself from ruin by this device. 

Besides the advantages of joint-stock organisation and the 
economies of the large-scale, the monopolistio organisations have 
economies of their own arising from the fact that wasteful. competk- 
tion.lia5.bcen eliminated Several economies flnw_.Qut.of integration 
and co-jardination. MuchMuplication-is avoided ani all -thp resources 
are used. to tho.best advantage. The community is bound to share 
Bome^ of these benefits. Monopolistic .organisation .is considered a. 
definitely improved type on an ordinary joint-stock organisation. It 
-^is a pity that it has not made much headway in India. 

21. Co-operative Organisation — Producers’ Co-operation. As 
distinguished from the orduiary ‘capitalist’ enterprise there is the 
co-operative enterprise. Being convinced that they could themselves 
/ run the industry without the aid of the entrepreneur, who in the 
{ workers’ opinion devoured the lion’s share of profits and did 
i precious littlo work^ t he wo rkers havn^thni^ht, of taking the entre. 
i prene^al wor^upon themselves. Thej' . contribute a little.capitai" 
1 andThorrow the rest, elect their own foremen and managers and 


rOEMS OF BUSINESS ORGANISATJOX ‘ 193 

f ' 

employ Kpmo_staff whe re necess a n’’ ap d start an undertaking. ^ After , 
“jtffVTiig all cxpon^e^ntcrcsro^ cajpi^ salaries and %vage#, 
aro^viaefC.nmohg“then& _ T hus ''thc\ Ccar n wa ges ns^wiell'as-, 
get" profits. A fine i^e'a incleed f TEiTlBone type of co-operation, 
called the Proiucltvt Co-operaiion or Producers' Go operation. 

22. Limitations of Producers’ Co-operation. ‘ Suslilexpori^ 
ments iuiveiaY,nriaJbly_foiled. The reason is not far to seek. 35!itli_ j 
the disappearance of the entrepreneur, profits also disappear. The , 
dnEiFprehoiiFTrTid£''¥'5I3Blea?'specnhen of huniETnity as.tfi'e'^rkers 
are disposed to think. It is his initiative, power of direobiotx and 
organising ability which froducn-profits and'*Turri' "a "'lOsiiigy ehncern > 
into a profitable one,, Ho hasliis price and gets it. But the workers ‘ 
am not In aTnobd to pay' this price and must remain without profits' 
Their managers are geubrally ill-paid. They cannot command ' 
the semc®"~or~fir3t?fate'*Tn'6Trr'ar’tliC" salary they are prepared to_ 
offer, , 

Them elected _foromon.^are ,not_,able to enforce discipline over 
their,owxL people. " The workers look upon them as i>ersons just like 
tlicmselrea and are not much in a mopd to listen to their instruc- 
tions or to carry out their orders. 

xx^verybodj;^ busincm is.npfaody’s' business. Littl^ wonder tjmt ^ 
there atSjiq.rptofi.t37" Tlie workers have not, therefore, KFen aSleTo , 
meet the cntroprencur’a challenge that he alone can carry on 
enterprises to a successful conclusion. 

' 23. Consumers Co-operation. There is another type of co-opera- 

tion which ha.s a long record of successes. It is consumers' 'co-opera- 
tion or co-operation amon^ consumers. The Wrangement is that the 
consumers of a locality contribute cajpjtaljn small shares.and start 
a- store oftljeir owin'* TlToy'TSuy'goods from wholesalers like other 
doalcTS'tmd-sell-these^qods to tMir members who ate the consumers 
at th e' "oi^rtm fyT market rates. At the end of the year profits" are 
ascertnmcd'arid.'a'ro distributed amoiig tho^memfaers in proportiori to 
tbelr3^utehas(s‘br7 iriiat is more simple, in proportion to the share^ 
capitaC*'Qouerally‘ the 'share capital is equally contributed and 
ptofits are, therefore, also equally divided among all. 

. elected m anaging„committeo manage the affairs gcnorallvv 
honornrily. The management Jsj therefore, democratic and hono-\ 
^SLv ^fi<kfejL3iaeaijs7;yory simple jand docF not require a'great.com-" 
mercial insight ^and ability to run. it. The store keeps a few sten- 
darlT qunlltie.s qUgoods and docs not attempt to provide a wide selec- 
%»n. It is cdhmmors’ own shop. Tliey are, therefore", not very 
exacting in their demands and are easily satisfied. No overhead 
charges for adverlisoment and canvassing need be incurred. The, 
in arkot Janssured . 

These cooperative stores have been a.splendid^nccess andoome 
of them ^quot .thousands among” their members. In several cases ’ 
thl^' have” fiot contented themselves with merely retailing consumer’s ‘ 
goods hut have added on their own manufacturing organisations. ; 
But it is to bo remembered that they are hot run on the lines of pro-] 
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ducers’ co-opcration described above where the employees share both ^ 
in management and proBts, On the contrary, they are run on ordi- 
A nary capitalist lines employing high grade managers working under 
\the control of able committees. 

The co-operative movement has p roved specially suited tq^gricu^ 
ture and allied occupations. , It was successfully applied first in Ger. 
many’ and Denmark, and it has now spread to almost every country. 

In India co-operative departments are functioning in every pro- 
vince. In 1941, there were in all 142,000 societies with 64 lakh 
members and working capital about Rs. 109 crorcs. Mostly these 
are agricultural credit societies but non-credit and non-agricul- 
tnral societies are also being established. Since the Government of 
India, in 1934, gave an annual grant of Rs. 5 lakhs for the develop- 
ment of handloom industry, weavers’ societies have been established 
ill every province . 

24. Slate Enierprisc. In every rauntry there are many public 
undertakings run by Central or Provihcial Governments or local 
bodies like municipil corporations. Rostal andJTelegrapWo^awange-v 
ments are generally under the Central Government ; and "public ' 
utility services lilre water-sop{)ly,.ga3, electric sipply or tram or bus 
service are managed by mimicipal corporations. 

r 

The organisation of the State enterprise is on the same lines as 
, private enterprise with the usual paraphernalia of general manager, 
foremen, worl^ manager, accountants, treasurer, departmental heads 
and so on. The work is done in generally the same manner as in a 
big joint-^ck conrjpan'^; — “ ~ 

But there is this funda mental d ifference that all the emplo yees ^ 

are^Goyemment^servantsjvith.fixity. of 'tenure and prospect of get- 

ting fi jienslon on retiremant .whereas capital is provided from the 
State coffers which comes ultimately, from the tax-payers. The 
profits," if "any, too, go to the State, again to the relief of the tas- 
pajerr — --- 

25. Merits and Demerits of State Enterprise. State enter- 
prise has certain advantages not open to other forms of business 
erganisation. The cre^t of the Government stands higher than any 
• piiyate individnaj dr comp'a'ny. The S tate has therefore a, special 
facility in raising capital. "The investors are only too" willing to 
invest in Govemmehl securities. ThusJthe-rateuofinterestJsvhioh the- 
I government^ has to pay on its loans compares very favourably with 
j those at which prrvate'Corporations have to b’orrowT 

Further, governnmnt is in apposition, to command talent of all— 
^rvice ^ttractSp first-class «brains. There is 
glamour about government service. This is especially the 
'c^e in India. Thus from the point of view of the human factor 
the State enterprise is favourably placed, , 

The State enterprise is generally^a monopoly. It has all th^ 
adyantages.of a jmonopoly. ' The* custom js^assured, Exnenditnre oil 
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puliUcityJs unnecessary. Jn a country like India p^ple^hayeugreater, 
“mthjnj-lie.quality of the gqyernment-produced commodity „ or the 
BcrvioB rendered 3y .„the„gove'rhmeht. ..’^Be|te£seryice...at, less^cqst is 
fEe usual rule m a government undertaking. ' ' 

In short the State resources being vast a State enterprise is on 
a muohjaetter footing. ~ ‘ 

v<®, 6 }} 2 ,erits....,But the economists are generally agreed that goyern- 
mentSi machinery Jn,the matter „of.mnning a.busineas.compafes very 
u hfavbu ral ^y lvTtir,pti vate m anagement..... . 

There, is what is called a ‘ Government Swin g’ in the axe_^of Jihe 
Government erhployee.^ The governmenTmanager, whose job does 
ndt'Hep^nd on the sweet will of the immediate boss and who is get-, 
ting a fixed annual increment and who will get promotion accord-( 
ing to seniority, cannot be' expected to show the same degree of 
initiative or hard work as the manager of a private company who 
may receive notice to quit any fine morning if the directors are 
convinced that ho is not doing his best. ^ 

A Government epj^plgygejivill not J).q,nmch_interp8ted,in-Iowermg 
costs or imipFoving %e met^ds because he Wmself will gain .nothing 
1-berebv: *r 

Tho State employee can flout the s enior officers if he h^ no\ 
ainbit ion toyise At the most he.wilLGe transTeixe'd'br his' increment/ 
stopped if it comes to "the worst. But it is not so easy to remove? 
him. He does ,not consider himself tho servant of any particularN 
person but the servant of the impersonal State and that makes all 
tho difference. - j 

In a government-managed enterprise rouMne yeplaceavrespohsi- 
There it._thej;yranny Pfjthe^desk. There,^are exasperating 
"de!aya,''’'A paper has to pass through so many hands, none making 
raiy material al teration. 

Frequ ent transfer s, nepotism aud„entryjnto.BeT:.vice.byJbhe,..bach- f 
door,- merit^ l3oing,not^necessariIy the test of promotion are some of Ij 
the^rawbacksirngovemm^t enterprise. »j 

If there are losses nobod y see ms to b other. Thereis-no-counter- 
part oTtET^i^eholders whom tEe directors have to face every year. ' 
Tlio jax^payers .a re dumb: They do not pay taxes specially for any > 
particular purpo¥e and "nobody really feels whose money has been ' 
lo.st. Their representatives in the legislature will no doubt raise hue? 
and cry, yet the government usually has a comfortable majority andi 
the caravan continues to move on. 

It is, therefore, suggested t hat only safe, busineusaq, which arR-of- 
a strictly routine _type, .where., ther^ia_no question of" vinning the... 
'maTketeTmd''strmng ,to..maintain them,'and which enjoy .practically 
a monopolistic" po'sition, can be entrus'te'd'to the State. , They have 
to Bo£8(rehtCT5{i?rB^auieputfficn^erests"are "iavolved so that the 
idea is not ^mako^a profit but J;o ensure purity and regularity of 
The'^'^vernmenl. rapresetdis the geheralVody of consumers 
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and as such takes upon itself to serve them collectively rather than 
‘ leave thc-'c scn-iccs at the mercy of the jirofit-grabbing entrepreneur. 

We feel, however, that government weakness in business has 
been exaggerated. In big businc's, whether owned by government 
private companies, the .same red-tapism rulcB.' There 'is the some ^ ^ 
lack of mitiativc and inertia. ^ 

The success of the 3^«suin_ex}ierimetjt has exploded the myth 
of governmental inefficiency. The aehicvcmcntp of their five-year 
plans may be described as tcnsational. The world now stands 
aghast at the unparalleled victories that attended the Russian arms. 
People will how think twice in condemning the Russian methods 
uhioh mean the State cnlerprifrc. The peoples’ State can inspire and 
calvani'-c it« citizens so that entirely new value.s .arc created and it 
Ts no longer possible to argue on old premi»cs. The sphere of Slate 
enterprise is bound to c.vtend further and further. 

, Even ill England, the traditional Lome of /aijssar Jaxre, things arc 
going to move pretty rapidlj' with the Labour Party in power. They 
have already announced their intention of ^nationalising the Bank of 
'• England and the coal mines But this is only the beginning. 

' Death-knell of cajiitalisni seems to have been sounded. 

1 26. Production Under “a Dictator. We may finally see what 

' organisational changes we can expect if an economic dictatorship 
■were established. 

Under the present economic system working under the laisssz. 
fairs doctrine, we have scon that functioning of the price-mechanism 
tends to bring about a harmony between consumers and producers. 
The multitudinous decisions of isolated entrepreneurs are somehow 
reduced to a'- system by the price steam-roller. The consumer is 
the kiag and that producer who is able to give him the maximum 
satisfaction Will be able to enjoy the maximum profit. The entrd- 
preneur will try various permutations and combinations of factors to 
hit on the most economical combination so as to maximise his profits. 
Through a great deal of reshuffling the various factors of production 
will bo so distribuUd among the various industries that, according 
to the valuation of the consumers, the marginal product of each 
factor is the same in every industry ,in which it is employed. Om — 
pltimajo^arbiter is the consumer. AHjth e pro ductive resources of 
"'the “cdamuluty _aro jitiirscd iiirtho making of tFarassortBieSOifr' 
goocls'ana services which the consumer prefers jnost. 

Things* are different under' a dictator. He will have his own 
scale of preferences, wi=e or foolish, and this will take the place of 
consumer s scale of preferences.. The_consumQr_jQsea__hi 3 „SQEer-, 
— Ilojs dethroned. Under economic dictatorship that assort- 
ment of goods and services will be produced which the dictator, 
and not the consumer, prefers most. It is his valuation which is 
going to. take effect. Ths phrases "most economical combination,” 
■‘•maximum profit,” ‘^maximum efficieney,” “maximum satisfaction,” 
'all _ lose their meanmg. They wiU be dismissed by him as so many 
vague'statements'and meaningless platitudes. 
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How will he allocate the factors of production among the 
various uses ? He is also faced with the scarcity of means in re- 
lation to wants. If the dictator were also a magician and had 
Alladin’s Lamp' ’ in his possession, the things of cimrse would he 
different^ But we assume that he is endowed with no supernatural 
powers and that he is also helpless in changing the fundamentals 
of human nature one of which is that human wants are unlimited. 
He cannot, therefore, escape from a situation in which he finds that 
his desires are without a limit, whereas the means at his disposal to 
satisfy these wants are strictly limited. He is thus compelled to 
choose. 

The dictator must decide which wants to satisfy and which to 
forgo.^ But his standard of judgment wiU be his own. There is 
every possibility of an eccentric or ludicrous choice. The Indian 
dictator for' example may decide that a langoti (loincloth) is 
sufficient by way of clothing and sufficient number of them can he 
made by the village weaver. All cloth mills may be scrapped arid 
much of the land devoted-to' cotton growing may be turned into 
pastures so that people should have sufficient number of milch 
cattle to supply themselves with milk and milk products.^ Produc- 
tion of furniture may be stopped, a few charpaia are enough ; the 
banyan tree can serve as a sitting room. ' Educational equipment 
may be on Santiniketan model. Simple living and high thinking ! 
Herr Hitler is said to have' preached to the Germ in nation ’“Guns 
are better than butter 1” 

j * t 

Having decided upon the assortment of goods and services that 
he prefers to place at the disposal of bis people, he will then proceed 
to allocate the factors of production among these industries. The 
factors which are free gifts of nature will be used with other factors 
so as to maximise their output and the free factor wiU be used to 
such an extent that its marginal productivity is zero. 

But few factors belong to that category. Moat of the factors 
are actually scarce. The / dictator will equimarginalise their pro- 
ductivities in the various uses. Bach factor will be distributed 
among the various industries in such a manner that according to 
the valuation of the dictator, its marginal product is the same in every 
industry in which it is employed. , 

The rule seems to be the pretty same as the one applying in 
competitive economy. But the qualifying phrase, according to the 
valuation of the dictator makes all the differences. We know that 
the marginal utility (for productivity) is subjective ; it varies from 
individual individual. ^ The dictator has his own subjective 
valuation which may be a queer one. Hitler had ordered the German 
women to give up jobs and attend to domestic duties. A pleasure- 
loving and romantically ^inclined dictator may order them to 
have sun bath; air bath and sea bath' oh beaches most of the day and 
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to provide fuller satisfaction in the future. Por the development and 
improvement of the human material, ,he may arrange for health 
schemes, improve sanitation and medical arrangements and provide 
for wider diffusion of technical and general educatioh. Large amounts 
of money may be spent on- scientific research. He may supply ample 
.quantity of necessaries of life. He alone will decide to what extent 
present gratification will bo sacrificed for providing fuller and 
richer life in the future. 

The dictator may not take advantage of standardised produc- 
tion of consumer’s comfaodities and, thinking that variety is the 
specie of life, he may decide to offer -a greater variety even though 
the cost of production may be higher. 

He will also consider to what extent the indivisible factors of 
production should be utilised. Puller utilisation of an indivisible 
factor may bring an increasing return, e.j/., the trebling of some 
factors may increase the output six times but he may forgo this 
advantage, because he prefers to utilise the factors in their present 
uses. ' . 

It is not also necessary that all his production units will be of the 
optimum size in the accepted economic sense. Much depends on 
how much of a particular good and service he wants to produce. 

He niay have his own ideas on population. He may offer a 
premium on increased birth rate, order early marriages, compulsory 
remarriage of widows or he may issue strict orders against pro- 
creation and fix maximum number of children for each family. 

It is needless to multiply, by way of illustration, the economic 
problems he will have to face and tackle. The use of every acre of 
land, every human being and ■ every rupee of nation's capital and 
every factor of production will be determ ined by him. He will fix 
the quality and quantity of eaoi . conceivable article to be produc- 
ed. Regimentation of production will be followed by regimen* 
tation of consumption. Only a superman can attempt such a task. 
We may be sure that there will be reorientation even of economic 
theory. Some economic theories may be turned topsy-turvy. 

The task of economic dictatorship is formidable but not impos- 
sible. The dictator need not go whole hog,- He has not to begin 
on a clean slate. He can tackle his problems piecemeal and modify 
the. existing economic system bit by bit. A sort of economic dictator- 
ship is functioning in Russia, it functioned in Germany and what- 
ever else one may think- of them but noi 2 e may question their 
efficiency, f;' 
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CHAPTER XIV 

MONOPOLIES 

1. Introductory. W4 have studied the various foms of 
business organisation. Bub there is one form of organisation 
which has assumed great importance in modern times, viz,, the 
monopolistio organisation or, simply, a monopoly. 

2. What is a Monopoly 1 It sometimes happens that a pro- 
ducer or a group of producers come to acquire a more or less elfec- 
tive control over the supply of a commodity' and they are thus 
enabled to exercise a perceptible influence over its price. They wll 
be said to monopolise the commodity or to constitute a monopoly. 

The essence of a monopoly is the ability to influence the price fcM 

from the fear of rivals. It implies an elimination of competition, 
complete or partial. Monopoly, therefore, is an anti-thesis of com-- 
petition. "Whenever competition is absent, wholly or partially, ve say 
theroTs a monopoly. 

3. Monopoly is Seldom Complete. But it is very seldom 
that competition is completely eliminated. Just as perfect competi- 
tion is rare, an absolute monopoly is also something very raTe._ 'As 
a rule actual "competition IS imperfect competition. The difference 
between competition and monopoly is not of a kind but of a degree. 
Monopolyjmay be properly described as a monopolistic comperitiim 
op an imperfect /competition.' ’The G. N. I, T. is said to have’""a 
monopoly of local bus service in Delhi. But the monopoly is far 
from perfect. Though there is no other bus service operating 
within the boundaries of Delhi, yet there is competition from other 
means of conveyance. Similarly, the Delhi Electric Supply 
Company is said to enjoy a monopoly of electric supply in Delhi, 
yet there are other sources of light, like gas, available. Absolute 
monopoly is not to be met with. 

The monopolistic or “ imperfect ” competition arises from the 
use of trade marks by which device the manufacturers are able to 
differentiate their own products from those of others, and this 
insulates them from the market competition. It is also the results 
of costa of transport or of the fact that some customers knpwingly 
or unknowingly pay higher prices for a product at a shgp. 

In the economic jargon the term monopoly refers .to various 
forms of combinations among manufacturers like trusts and cartels. 

4. The Economic Sigmficance of a Monopoly We have 
seen that Economics is concerned with the disposal of scarce means, 
which are capable of alternative uses, for the satisfaction of multiple 
ends. But wherever there is a monopoly this scarcity is all the 
more accentuated and the consumers are compelled to pay more 
than they would otherwise have paid. Those who happen to control 


MONOPOI^IES 


201 


‘u. 


tho 8ui)ply aro ablo to create an artificial • Boarcity. .'Tiio economic r 
significance of monopolies, therefore, lies in tho reactions caused inj 
certain branches of expenditure by high prices due to artificially, 
contrived scarcities of certain resources, especially rvhon these happen 
to bo commodities in nniversal use. < 

5. Kinds of Monopolies. Prof. Chapman classifies mono- 
polies as under ; — 

(1) Natural monopolies. Natural monopolies arc tho outcome 
of natural scarcity. A certain territory happens to possess a natural 
control over the supply of a commodity. Africa has a monopoly of 
diamonds, Chile of sodium nitrates and India of jute. 

(2) Legal monopolies. " Sometimes n producer, or a /group of 
producers, comes to control tlio supply through' law. A man invents 
a machine and gets it pa_tentcd._8o tlmt otliers aro debarred from 
making it. This is tho case of a legal monopoly. 

(3) Social monopolies. Tho term social monopoly refers to 
eleotrio concoms, gas companies and other public utility sWvicos. It 
is obviously uneconomical, from tho social point of view, that there 
should bo two rival companies in the same place for tho supply of 
gaS or electricity. The pjihlio, utility services aro created monopolies 
On social grounds and arc called social monopolies. 

(4) Voluntary monopolies'. ' In economic discussions we arc 
mostly concerned with tliis group of monopolies. Whqnjovcral 
companies enter into agreement voluntarily to restrict sujjply and 
to control price, it is a caso of voluntary monopoly. Such mono- 
polies do not arise from social nccc-^sity or legal restrictions or 
natural factors. They arc created by tho bu.‘»ines8 men themselves ; 
they are known as combinations wliich may bo hjorhoutal combina- 
tions as between concetn-s engaged at the same ftnge of production, 
eig.] combination between spinning corapiinios or it may boyer/fcai 
combination which combines all processes from tho produotioii of the 
law material to the marketing of the commodity under the same 
toanagemoni, A combination between spinning and ^Ycaving 
concerns will be a vertical combination. 

• , , 

The monopolistic agreements take different forms, some of whicli 
are : — 

r 

'y{a) Reduction or regulaiion’Of oulpvl. When 'a business is pars- 
ing through bard times the producers • take a concerted action to 
avert the' catastrophe and they undertake to reduce tho output or 
.regulate it to suit market conditions. Tho Indian jutejnills entered 
. into rach agreements durin g th e Idst econoraurdGprcssion.~l^r ' 

'^b) Fixation of price and other terms of sale. ' In order to avoid 
cut-throat competition minimum prices to be charged by tho rival 
jjroducers are fixed, _ Lest they should bo able to evade those agree- 
ments by granting ‘other couccssiona like I'roight; credit and dis- 
counts, such agreements also ensure uniformity in such terms, 

v(c) Dimsion of territory. This is another device to eliminate 
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" (3) Paient Rights. . Excl usive legal privileg^to make an article 

or patent right s, as it is usualtyoan^ is anotEer source of monopoly 
power. - ' 

All modern States seek to encourage inventiveness in their 
citizens. If somebody invents a machine or discovers a new formula 
of malting a commodity, he can get it patented ^ He will then have 
the sole right of making that commodity. Even if the commodity 
is not new the producer can give it a trade m ark to differentiate 
it from other similar commodities. The law will not' allow others to 
use that trade mark. In this way the monopoly rights are pre- 
served. 

But^hese rights are enjoyed within the State. Only the citizens 
of that particular State are forbidden to violate these patent rights. 
People in "foreign countries tnay produce them. Bub the State can 
protect its .owri citizens from suck encroachments either by totally 
proHbiting the^entry of such goods. or by imposing a heavy import 
dutyr''^TBese protective mea s ures foster mpnojpolies. Tariff^isj^aid 
t b^ the jndtEeFbf trusts . T rote'^Ve duties fam litate.the„forma- 
tio n of monopo lfes" ^d. Iielp to maintain the m.- The sole legal right 
tolmake an article or to use a process or a formula constitutes thus 
the foundation of monopoly power. , 

7. Types of Combinations or Voluntary Monopolies. There 
are several well known forms of business combinations the chief of 
which are the following ; — 

^sust, ' When several companies amalgamate and create a new 
com pany altogether'. and .efface themselves, then %ey form a trust. 
The com panies joining the^cornbinat^ipn„compietel;^lo 80 their entity | 
and^tirely'a jnew 'coh^rnjinder a new name is created. It may! 
also be cSJed 'a' ^erge r . " ' . ^ 

'““'All the existing cement companies of India formed a merger in 
^ 1936 under the name of A.O.O. (Associated Cement Companies of 
-India). The constituent companies dissolved themselves and in their 
place one concern was formed. They merged themselves into this 
new concern, which purchased aU their stock and equipment. The 
t rust insti tutes a unified, cgntrol oyer production and distribution. *" 

Katle l.. But in case t he corporations joining a..combination do 
not wish to lose tlhiTseparate entity but wish .to continue function- 
i ng s eparately'surrendering only certain functions. to a newly formed 
or^amsatibn, then ,i t is cal led a kartel. It’ sometimes happens" that 
some' concerns contiinie to function as separate producing units 
under their managements and yet hand over thelr-output to a com- 
mon selling organization.. The Indian sugar mills formed an All- 
India Sugar Syndicate in 1936 and entrusted to it the marketing of 
all the sugar produced by them. The term kartel refers to such 
arrangements. , 

Certain differgnees-between a Trust and a Kartel may be noticed. 
\ In the case oTa Trust one new concern replaces the constituent 
corporations whereas in a Kartel they retain their separate existence. 
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In a trust both production and distribution are under one centralised ’ 
control, ivhcreas in a kartel only distribution is subjected to a 
central control but production is conducted under separate manage- 
ments of individual firms. ^jThe trust is a permanent organisation, 
the constituent firms having effaced themselves completely and 
irrevocably ; on the other hand, a kartel is generally short-lived. 
The firms joining the kartel are constantly looking to their oini 
separate interests and leave tlie combination whenever!, t suits/hem 
In some respec ts a .knrjel js.superior'^to.a trust. It is mo re flexi- 
' ble, IcavesTlie producers free to make their arrangements aseBioienk. 
')y as they can and there is little danger of over-capitalisation from 
\ which a trust invariably suffers. 

8 Merits and Demerits of Trusts and Kartels. / Trusts nnd_ 
kartels are able to reap all the economies of scale, viz, economies of 
specialised and expert management, of specialisation of labour and 
machinery, of buying and selling, of rent and publicity, etc. They can 
use modem and costly machinery, spend largo amounts on research 
and experiments. 

A, They can ensure a regular supply andiace bad times with era- * 
fidence. ' " 


2 They ^n usojnv&akoim and trade marks of all the members. 

^ ’ Thej are also joint-stock concerns and, therefore, all, the benefits 
ofjou^stockenterprise_areop_en_tpthem, e.g., democratic, flexible 
and efficient management, large capital, limited liability and trans- 
ferability of shares, etc. 

But besides these two sets of advantages, they enjoy certain 
ote^a^antages by virtue ofthcir monopolistic jiosition. As such 
teey are able to effect special economies in buyinir find sellinE 

Being m a monopohstic position they generally charge higher 
pnees and, by offermg a large custom, they can wrest special con- 
cessions in all thfcir purchases. ^ 

^ As, producing imts, teo^ they, can attain higher levels of effici-” 
enoy, because they generally command superifir sTdll hnd ca'n'fiffo'rd 
to spend lavishly on research. 

< distribution side^they can arrange matters in a verv 

economical manner, as they are not undei-The fi'ecesrfty '“f 
^large-amounts of money on publicity, there being no rifalln 

comfemaSons are formei°'^B°ut teerr?s™the ^ 

the activities of Ws and KaS f 

and Kartels arise from their abn«tA Af'+tr-- — 

I futHlissly crush- their S 

contribujon theymiighfc have made to^xds ite 
-consS^.'^ - customer and e^IoiUhe 
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/l They bribe the legislators and tbns lower business morality. 

By preventing, tbe entry of now rivals into the fickl they stand 
in the" way ‘of economic jprogre.ss. 

There arc also dangers of ovor-capitalisation. 

9.~'^ome Other' Forms of Combinations. Besides Trusts and 
Kartehs^ there are eevcnil other forms of combinotiotm : (o) HoIdJjjd^ 
Coniyany . Wo have already discussed the way in which a company 
comesTto acquire a controlling interest in another company. The 
Standard Oil Company of Sew Jersey is said to liavo controlled 
about 40 oil companies in 1911. 

(b) Pool. The ternr pool generally refers to ngreeraents for 
dividing the markets, sharing profits and limiting the output. They 
are very common among ice factories. Their po])ularity is duo to 
the fact that* tTur arrangemonts arc very flexible"; tlicy, are easily 
formed and they afford a very desirable control over i)riccs 
and output. But their chief disadvantage is that they arc tempo- 
rary and tlie arrangements lack stability. Disputes are very 
frequent and they are as easily and quioklj- c|i8Solved as they 
develop. 

*(c) The combination among the shippers is generally 

known ns a “ ring '* or a “ conference **. The shipping companies 
get the bettor of their rivals through devices lilte deferred rebato 
system. 

'(d) Gorvp.r . Tho terra corner refers to the nttcmpts_at„contrplI- 
Jng the .supply, of „a„particular -commodity, 7Pa Slarwari Seth 
or a group of them try to buy the entire Indian crop of cotton in 
a season so that they may bo able to charge a very high price, it 
will ho called a cornei . In view’ of the improved meann of rora- 
raunication and transportation such attempts arc foredoomed to 
failure those days. 

10. Discriminating Monopoly. No monopolist, charges a 
uniform price. Railways do not charge the same railway fare from 
air pa.ssengefs travelling between two places nor do they charge 
the same freight per raaund on all types of goods they carry. 
Weight for weight tho sillc merchant has to pay more than tho coal 
merchant. The Electric Sup])Iy Company keeps an elaborate tariff, 
t.c„ different scales of rat^s, All these are instances of discriminat- 
ing monopolies. Tho following arc tho main forms of discrimi- 
nation : — 

{a) Discrimination Bchc^n Individuals. Tho shop-keepers gone, 
rally charge" more from a’weindressed'customcr. 

(i») pjscriminrjji on B e tween Classe s. A doctor may charge a 
higher "fee from rich patients." A railway company divides 
its passengers into different classes and charges from each a differ- 
ent fare, 

(c) pmnmimtipn^BdvKm Pwposcs. Tho Electric Supply Com- 
pany charges Uifforont rater foF'tird consumption of electrioity for 
different purposes. It charges loss from industrial consumers than 
from the domestic consumers. 
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{dl Discrimination Between Places. The monopolist sometimes 
charges <lifferoat prices in different regions or distnots. Sometimes 
a lower price is charged in a foreign market than in the homo 
market. 

Jf discrimination is to be effective then it should not be possi- 
ble for the goods sold in the cheaper market to bo transferred to 
the dear market For o.vamplo goods dumped abroad .should not 
be resold m the home market. 

The monopolist is able considerably to increase his profit b 3 ' 
charging discriminating prices. Each purpose or each class consti- 
tutes a market and from each class or for each purpose he tries to 
extract tho maximum price. Thus if a uniform price were charged 
the aggregate profit would be much less, for some would pay less 
than they could or would 

11. Dumping. The combinations are also sometimes guilty' 
of dumping. By dumping ue mean the selling of a commodity in a 
foreign market at a price less than its price m the home market It' 
'can be easily seen thatjtlio difference between the two prices must not 
be more than the cost of transportation otherwise the commodity' 

■ might be reshipped and sold in the home market. The loss which the*i 
1 manufacturers undergo in a' foreign market is made up, to somb 
extent, by the higher prices charged in the home market. 1 

“ The posaibihty of dumping on a foreign market will raise? 
the home price if marginal costs 'are rising, lower it if they are] 
falling, and leave it imaltered if they are constant.” {Beuham) ^ 

There are jour broad_aimB_of jbe manufacturers in dumping 
goods in foreign markets ; — 

To capture or retain a foreign market by’ killing a new rising 
industry in a foreign land. 

-(b) To dispose of a temporary surplus of a commodity. 

-(c) To expand the home ^industry and reap the benefits of the 
Law of Increasing Returns. • ^ 

'-(S) To develop new trade connections. 

Doming is usually^ a temporary phenomenon and by its. very’ 

nature ^ not Jikely~ to confer a permanent benefit on 'a foreign 
market. Instead, a positive and permanent injury is the usual 
consequence. All States, tberdfore,-. adopt protective measures 
against dumping. 

12. Factors Which FacUitate the Formation of Combinations. 
There are several factors which conspire to bring into existence 
large combines. Anythin g which fac ilitates co-operation 'or. com- 
pels_a concerted- action m jelf-inlerest formation 

of^combmation. The following are some sucETabtoii':-^ 

- _ '■^(o) Natural scarcity or control over certain essential raw mate- 
rials gives rise to a combination. 
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Imposition of tariffs necessarily limits or weakens foreign f 
competition. Protection is s aid to be the mother of trusts^ PVco f 
from foreign competition/the ir6me“manuTacturcr8 'combine ' to ofimi - 1 
n ate competition at h ome.fiQ asitojnaximiso tlioir profits, , 

(c). When the number of manufacturers is Tory _ small and 

the industry js. cpnceptrated'in a particular, locality, .combination''i8 
easy. The number of manufacturers in the field mil be small if 
'either the State imposes restrictions on now entrants or the capital 
outlay required is very largo. i 


(d) Standardised Product. If,J;he output is_ of „ one uniform 
quality, then there is nothing to distlngulsli oiio manufaotufcr from 
the" other. 'Itjwill facilitate a combination. 


(c) The t raditions in t h e co untry .favouring joinf action also 
load to the formation of a combination. 

13. Circumstances Unfavourable to a Combination. There 
are certain circumstances, however, which are averse to the for- 
mation of a combination. If thcre are np^ special difficulties in the 
way of^newentonts, then a combing on or monopoly will be very 
unlikely. pr^ucers are ^^scatlcred and each contributes only 

a,.8mall output to the market, a combination will be difficult. If the 
- iqimlity of the commodity is the most important consideration and 
jiersonal attention is necessary, chances of a big combination pro- 
t ducingTuch a„oommodity wUl bo remote. Also, when certain pro- 
duce rs are ,, in„ a. strong monopolistic position.already there will be 
JIttle inducement for them to join a combination. 


14. Forces That Threaten a Combination. It is not always 
easy to maintain a combination once formed. It is constantly 
feeling the impact of two sets of forces which threaten and dis- 
integrate it. These forces are operating both from within and from 
without. 


Within the combination, there are certain firms who begin 
feeling restive and find that the agreement is putting too ^eat a 
strain on their loyalty. They do not find the combination 
working to their advantage. Probably some of the constituent 
firms have made technical improvements and find that they can 
look after themselves and will capture the market if they are not 
restrained by the agreement. They may have to work below 
capacity and they feel that the unused capacity involves 
them into a dead loss. Probably the assignment of quotas 

epnsidered^to^.^ unjust. “ 'Combination „Js_ a device " some- 

the times change the combi- 
patio n appaars^ tq^e^ noTbnger necessary. The efficient firms feel 
they are making a sacrifice "fo'iceep'" the" less efficient ones alive. 
Thus the chauging conditions of trade and industry make it very 
difficult, and sometimes impossible, to retain the loyalty of all 
the firms in the combination. Desertions constantly take place. "" 

But these are not the only disintegrating forces. There are 
also forces invading from without. The prfissure of the outsiders 
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or the now finos fotnelirncs boeomes too hravj* and tho combina- 
tion breaks under tho Rtrain. Th«i combination ie ablo to prop 
up the price by curtailing the output- which means that tho fuimi 
have to work below capacity. RuV the new firms arc eonstanUy 
entering the field The)’ arc uiul»>r no necessity to resort to short, 
time working. They falie advantage of the higher pricen main- 
tained by the combination but work tbeirl=elvM to full capacity. 
To prevent this inerea.scd production depressing the market the 
combination must further ro.rtriet output. Thus the outsiders or 
tho new firms gain at the cost of the combination. Wlien this 
pressure from out-dde becomes too much the combination ban to 
ho dissolved and freedom of action restored to all firm.a. The 
Tncmberi' of the Indian 'Jute Mills A‘<'odafion experienced thia 
difilculty in the early 'tbirticj- when they were undir e.hort-fitnc 
agreement and had scaled a pereenlapo of tiu-ir loomnge. Many 
new firm.s were started and the agreement liec.aine unbearable. 
The Jute Mills Association gr.mled liberty of action to their members 
and put an end to the agrcemenl. 

Threatened by forces from within and from without a conibina; 
tion capriol last long.' ' 

v^S. Economic Effects or Evils of Monopolies. The existence 
of raonopolic,s afreet's consumers, the quality and the tpianlity of 
the goods as well as the use and the remuneration of the factors' of 
production. 

(f) The, remunemtion of tho faclors of jiroduclion is diminished 
because tho demand for their services under monopoly ■irioss’tliau it 
would bo in tho case of coiupeting firms. 

(li) In a combination, a quota is usually assigned to each,_ firm 
so thntjthas to wmk belqw’capacity. Some productive nisourccs, 
therefoje, remain idle in a monopoly. 

As tlio quotas corao up for revision periodically each firm 
is anxious to secure an increased quota at the ne.xt revision. For 
that purpose additional oquipmont. Is silently inatn’kd during the 
currencj' of the. agreement. ' Tho cumulatiyo cfi'cct i.s thdt.surplus- 
capacity is created in the industry. . 

(le) Another consequence of quota arrangement is that tho pro- 
duction is also carried on in the less efiicient units so that tho inoro' 
efficient unit's "liivve .to work, below capacity' 'merely to enable the 
wSk units to exist. This , is ob%’iou8ly delritnontal to" 'cb'hsumefts'' 
interests,' 

(v) Under a monopol)’ tho factors of production are not distri- 
buted in keeping with the prefcrerices of the .consumers , but ..acconJ-. 

• ffig.. .tb . the ^ monopolist’s own judgment. Monopoly, therefore, 
seripuslyjiniits.the. soyercignty..of,. the .consumer.' ^ ' '' 

(vi) The monopolist stands in tbo way of now capital and enter- 
prise .and prevents its entry into tho industry. - The infusion 'of 'new 
blood might have proved of immense advantage for the community. 
The monopolist deprives tho community of this advantage. 
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. (vii) T be mono poIia;fa 3 l 6 fl-„.xetards te chnical progress. He 
is anxious Eo maximise his profits an3* it is sometimes not 
worth his while to replace his old equipment by the new 
and modern equipment. He would rather continue with the ‘ 
existing equipment as long as possible. No fear of competition 
compels him to reduce his costs by making use of the new 
processes and new inventions ; on the other .hand, when there are 
a number of competing firms, the firms which make use of the 
latest devices will be ahead in the race. This stimulates the appli- 
cation of inventions to industry. - ' 

A firm having a monopoly will scrap old equipment in favour 
of the ne w onIv''‘M f tliVcrat of jrqrking Jhe latter plus interest ;and 
afSorHsatlon uponTfiEs jpu^®%®® price is less than the costpfwqrk- 
ing^iffielexisting^.equipment. ” It will install equipment of the hew 
side by side with the old only if the profits from the former 
exceed the reduction in profits upon the latter due to the increased 
output and consequent fall in price of its commodity.”^ In the 
absence of . this condition such a firm will not utilise the new inven- 
tions and it will thus deprive the consumers of the benefits of the 
more efficient method of production. If there is no monopoly new 
inventions will be used by new producers, who will enter the field and 
who will not be d^erred by the fact that a lower price to consumers 
will reduce the earnings of existing equipment' belonging to their 
’ competitors, 

' (viii) Output under a mon op oly is less t han it ^ wpulh,...be...under 
com'petitive''59n3Itions. Lest the inarlceFshould be spoiled 'output 
iV'cESn^rately .restricted , or destroyed. Over two million tons of 
coffee were destroyed by the Coffee' Institute of Brazil between 
1931, and 1934. 

Some.,prQductive,..resources ^re deliberately^ kept idle .or plant, 
and 'equipment worked below capaS^' If 'full .working will reduce . 
mondp6ly"'profitsr‘“The“mdnop61ist only employs those resources 
whioh~'arB'“Sufficient '. to maxiinise his monopoly revenue. The put- 
put that .does this is less than that which would be, produced under 
competition. 

. Not utili^sing new ..inventions, and equipment andpreventing 
free j^erprise and capitaljrpm. entering, the monopolised' industry, 
have also the consequence of restricting the output. 

' ^ The restriction of output reduces the demand -for the factors ' 
of production and deprives the community at large of satisfactions 
that could be available, - , . . . / , ■ - 

r There is every reason that th e ~ price under ..the .monopoly- 
• should be lowei'... The monopolist has greater access to economies, 
intem'al"’ahd'""exteraal. He- can make full use of the indivisible 
equipment and need not spend much on canvassing and publicity. 
He is always at an advantage in buying and selling. The size of 

1 . Btnlica— EcontiDios, p. 224, ■ y 
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17. Recent Tendencies Towards Monopolies. There was a 
time when combinations in trade and industry were looked askance 
at and they were regarded as positively antagonistic to the interests 
of the cornmunity at large. Anti-Trust Laws were passed in America 
and States everywhere kopt'a vigilant eye on the combination move- 
ment. They were considered dangerous. ^ 

Put this view lias undergone a complete change. The^comVi- 
nation movement is no longer regarded as .inimical to public intere.st, 
Rltthhrrilicylife^naw regarded ^as .essential jf industry, is to bo 
mtiraalise^.J'TSfcr World War I when Germany was saddled 
witlTreparation payments, the German industry had to rationalise 
for the sake of its very existence. Internal competition was eliminat- 
ed .and the competing units were put together under one organisa- 
tion, controlling production and distribution. Only thus could \ 
obsolete plants bo scrapped, inefficient plants closed and production! 
concentrated in the roost modem and up-to-date plants. Thd' 
marketing arrangements had also to be centralised to do away with 
unnecessary costs incurred in boating the rivals. The products bad 
to bo standardised. All this could not be achieved if the industry, 
remained split up in scattered, isolated and independent units. The 
combination movement in Germany produced wonderful results. 
The movement, therefore, spread to America, Japan and other 
countries. ' ' 

ELyeiy where the State teol^actiya„ interest infringing about 
comJiinaWons."" ’The"Staite exerted the necessary pressure and “oven 
afforded the. necessary financial assistance. Even in England' stops 
were taken to rationalise the Lancashire Cotton Mill Industry. The 
last world-wide econoroio depression gave special fillip to the combi- 
nation movement as rationalisation was considered essential to re- 
organise the industry and to place it on a sound footing. 

In our own covmtry we found that whereas jut© mill industry, 
coal industry, cotton mill industry, etc., suffered merely because 
their organisation precluded any concerted action on the part of 
the entire industry, the cement industry furnishes the solitary 
instance of rationalisation. It saved itself from intorneoine warfare 
and also benefited the country. .Cartellisation seems to be one 
^sentml stepjtewardsj^acing gur industries” , bn' a "stable and sure 
^ foundation. 

Monopoly is', th er.efore.-j;;eik_clo3eIv associated with induRtrin.l’ 
efficiency . , ' , , i ~ 

18. Public Coptfol and Ownership of Monopolies. The 

monopolist g enerally reduces the ou tput so that he Jnay_bo..ablo3p“— 
efijmsTa hijh'SFpHce^n d in crease^'lus Vrofit. This is .certainly f an 
anti-sociaT attit'ud6.*’“'Tt is'^cf^lniental to ‘ the interests of the 
consuming public. The State as the custodian of public interests 
must intervene to curb the profit-hunting propensity of the mono- 
polist and to safeguard the interests of the consumers'. ‘ / 
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The possible measures for the wntrol of monopolies are 

v -(i) 'passing x>f,Anii-Combin itionXaws,, Anti-Trust laws, like the 
Sherman Anti-Trust Law of 1890 and Clayton Anti*Trust Law. of 
1914, were passed in America. Laws against Kartels were passed 
in Cermany and Austria. But such laws were not always effective. 
When one form of combination was declared illegal; the lawyers’ 
ingenuity suggested another and sometimes informal understand- 
ings took the place of formal agreements. The rdemorandum sub- 
mitted by Board of Trade to the Committee of Trade and Industry, 
in 1927 showed that the legislative control was only partially 
succesful. 

(if) Sj^jpressxonjif..U.iifait.£raciiixSi Prof. Pigdu suggests that ' 
the State should preserve potential competition and control ih& 
bing^ devjpes^ which frighten away, the potential competitor, ; these 
devices , are destructive, dmnping, or cut-throat competition, .a.nd__ 
boycott. But even he comes to the conclusion that “ attempts to , 
maintain potential competition by preventing the employment of 
clubbing devices can best be only partially successful.” - . ^ 

(in) Control of Prices and Profits. The State . can regulate the 
monopoliei'BWco^ollihg profits and prices. No doubt there are . 
practical difficulties and it is not so easy to hit on a price which is 
reasonable for the consumer and fair to the producer. The mono- 
polist wUl try to throw dust in the eyes of both the public and • the 
State and assume a pose of injured innocence. But it is worth while 
to attempt the task of regulating the monopolies. Purchasers’ asso- 
ciations can also be organised. 

(iv) Publicilg. The Ck)mmittee on Trusts suggested an 1918 

publicity and public supervision as useful antidotes to the abuse of 
monopolistic authority. It is suggested that periodical ..irivesriga- 
tions'be conducted in the affairs of the monopolies and the search'-, 
light of publicity focussed on their, doings. It is expected this will , 
keep them in proper trim. ~ , 

(v) Nationalisation. Finally, the inonopolised business may be 

natip_nali^B7~WEen’fhe business is of a purely routine .hafure and*" 
the market is assured, then it can be safely owned by the State. In ' 
such an industry there is not much room for individual initiative 
and personal attention of the entrepreneur. The business can be 
conducte_d .by .a fool-proof-administration. _The public ufilitysefvicea"”' 
can be, and should be, nationalised. The present Labour Govern- • 
ment in Great Britain is expected to carry on the process of nation- . 
alisation.of such industries. ' ' ' ' - , 

Monopsony. ■ ‘Monopsony’ is the term applied' 

to_.buyera: monopolies.-- IT' the 'sellS said, Buy from- 

us, or ymn. don’t buy.” the buyer .can retort, • ” sell 
to us or you don’t sell.” The big meat packers in South America 
found this out in World War I. •• The buyer was the British 
Government, which had the power to control the refrigeration 
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space on ocean vessels.”^ Another similar case was the 
American automobile mannfai^urcrs who bj' working together wore 
able to bring down the price of rubbcr—a Dutch monopoly. An- 
other case of a buyers’ monopoly is the purchasers of a particular 
kind of skilled labour which has no alternative market. 

. But buYc reLmonopolioa are__vcr3' „rarc^ and more difiicult to 
maintain than sellers’ monopolies. I’ho buyers can maintain their 
mo5opoIy'“powBr~ oTdy'‘^^ rcfitricting their purchases of essential 
commodities. But in that case thoj inflict na ranch punishment on 
themselves, ae on the sellers (c.g , buyers of milk in a toum, supposing 
they acted as one). 

The buyers are scattered throughout the length and breadth of 
a country and sometimes the whole world. , It is very difficult for 
them to organise themselves. It is very seldom that the consumora 
can form a combination. The consumers can buy from another 
shop if they are not satisfied with the behaviour of a certain shop- 
keeper. But if the product is a monopolised one, it is difficult to 
sec, what the consumers can do. They must pay the price or go 
without the commodity. Even..iflho„cousumcrs..can--comhmc„and 
force thp„pric.o„d own, it.will..bo a^shpHdjycd „trjumph. The price 
may bo unromunerativo and capital may bo driven out of the in- 
.dustry so that the supply of t.ho commodity will decrease and price 
must rise again. 

T}ie_buyora’„monopolicB_are,particularly ineffective if the de- 
mnndi'orJthc.’good is -inelaatio..... .They canhof'iTo 'Vitirout'it. It may ' 

bo a necessity of life or some essential raw material for the manu- 
facturer,' In such cases the seller ia in n stronger position and can 
smash any purchasers’ combination. Moreover, jilternatiTP...marketa 
cannot a lwaya-Jbe. ignored.^. 

ThQ..Qnly_pffoctiv.o.way.for the, consumere iH,^to club kigotbor and 
CQIiax.Cco-.operatiyo store of tbeir o-wh. But this is ah admission of 
the fact that they wore nob able to dictate their terms to the pro- 
ducers or sellers. 

The e^^loyers’ associations^ furnish another instance of a 
buyers’ moTiopoIj^ Tlib"6iiiiildy6fs are able to dictate terms to the 
workers sometimes. But a strong trade union can bring down , the 
employers to their knees and their association cannot save them. 

. Thus wo conclude that the buyo ra* m ouppolios are rare, weak 
andjneffeotiye whoroyor_they orist. . 
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the other hand, in the same way the marginal utility of X for^B 
should be greater than that'Of Y to make him a willing partner to 
exchange. ^ 

Suppose these conditions do exist and exchange begins to take 
place. Let us ignore for the time being the rate of exchange, t'.e., 
how many units of X are given for a given number of units oi Y. 
As exchange proceeds A acquires more units of Y and B more units 
of X. For A the marginal utility of X increases (as its quantity 
with him decreases) and that of Y decreases (as its quantity in his 
possession increases). The opposite happens in the case of B. For 
him the marginal utility of Y increases and that of ^ X decreases as 
exchange proceeds. If the exchange continues long enough a point 
will be reached either for one or both at the same time, when the 
marginal utilities of the two commodities will be equalised, Silppose 
this point is reached in the case of A first, so that his marginal 
utility of a unit of Y becomes equal to his marginal utility of a unit 
of X. If he continues'exchange beyond this point his total utility 
will begin to fall siifce jiartirg with an additional unit of X will 
mean a greater loss of utility than acquiring an additional unit of 
Y will mean a gain. He will stop exchanging, therefore, at a point 
where the marginal utility to him of the two objects is equalised, 
in other words when both the commodities have the same position 
in his “ scale of preferences”. As long as the two commodities 
occupy different positions in the scale of preferences of a person his 
total utility can be increased by his parting with the one occupy- 
ing a lower position for one which occupies a higher position in this 
scale. Exchange is fossihle behveen iwo individuals only when the 
two commodities occupy reverse position in their scale of preferences, 
in other words, when one person attaches more importance to one 
commodity and the other person to the .other, or in technical 
language, ivhen differences exist in their marginal utility ratios with 
respect to the tied commodities. 

3. The Marginal Rate of Substitution, What we have called 
in the previous section the ratio of marginal utilities has beeq 
called the marginal rate of substitution in more recent terminology. 
This term has been introduced by J, R. Hicks^ and R. 6. D. Allen. 
It is claimed that by adopting it one can do without utility altoge- 
ther. Since utility is a subjective concept which cannot be quanti- 
tatively defined the'new term is regarded as superior. According 
to this terminology what has been previously called diminishing 
marginal utility becomes increasing marginal rate of substitution. 
We have already seen that exchange (substitution) is possible as 
long as the marginal utility of a commodity to an individual is 
higher than the marginal utility to him of another commodity. He 
tends to substitute a commodity with higher marginal utility 
for a commodity with lower marginal utility. In other words as 
exchange or substitution proceeds the person requires larger and 

1 See Bdonomics : Fob 1<)34. See aho Wiokstoorl’s Commoi^on*o of 
Political Economy, Vol. I, Chap, IX. 
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larger quantities of the commodity that he is acquiring. to induce him 
to part with a given quantity of the good he possesses. • Thus if’ a 
parson is exchanging bananas for apples, as oxohange proceeds, he 
will require large quantities of apples to part with a dozen of bananas. 
Thus as his rnirgmal utility for apples Tails his marginal rate. of 
substitution of apples will increase. In our treatment, however, wo 
shall stick to the usual concept of utility. 

4. Ratio of Exchange Under Barter. Int us pursue barter 
further and see how, ratios of exchange arc determined under a 
barter economy. We have already seen that exchange becomes 
possible between two persons if each possseses the goods which the 
other desires and if the marginal ntilities of the two commodities 
concerned are different for each. ' We also know that exchange 
continues xmtil the marginal utilities are equalised. - We now want 
to investigate as to the ratio in which the two commodities will 
tend to exchange. 

It is obvious that even if both parties desire each other’s 
goods, exchange will 'not take place unless the terms of exchange 
are attractive for both of them. Suppose a person A has apples 
and a person B has bananas. A may desire "taananas but may not 
be willing to exchange them for apples unless ho can get at least 
2 dozens of bananas for a seer of apples. B, on the other hand, 
may desire apples but may bo only willing, to part with ht the 
most li dozen of bananas in return for a seer of apples. No ex- 
change is possible on these terms. Since to A the utility of one 
seer of apples is equal to two dozens of bananas ; if he accepts li dozen 
of bananas he will be exchanging for a good of greater utility (one 
seer apples) one of smaller utility (1^ dozen bananas) to him. . 

Suppose, however, that A would be prepared, in order to gel 
dozen, of bananas to part with a seer of apples. B, on other hand, 

■ would be willing to give as much as 2 dozens of bananas to, acquire 
one seer of apples. Now exchange will be possible. What will be 
the ratio of exchange ? - The actual ratio in such a case will be 
indeterminate. We cannot definitely say at what rate these two 
goods will be exchanged. We can, however, define the limits 
between which the ratio will be. The limits will be 

1 seer of apples=14 dozen of bananas. 

1 seer of apples=2 dozens of bananas. 

A will not accept less than li dozen of bananas^nd B will not 
give more than 2 dozen of bananas for a seer of apples.' ■ Between 
these two limits the actual rate will he determined by the relative 
skill in bargaining or relative intensities of reciprocal demands of 
the two parties. If A is more clever the rate will be nearer to 2 
dozens of bananas per seer of apples, if B is more astute in bargain- 
ing the ratio will be nearer dozen of bananas for a seer of apples. 

The above was a case of isolated exchange, one individual against 
another. In the actnal world such cases are analogous to bilateral 
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monopoly, \.t., when both the panics to oxctiangc fito monopolisH. 
For instance, if emplovcrs and employees are both Rtrongly 
organized the rate of wiucs will bo determined according to the 
principles considered above. Within certain limit'^ tho nctnat vage 
will depend upon the relative bargaining strcngih of tho parties. 

In the actual world, however, all sorts of conditions* arc found. 
There may he bilateral monopoly as considered above or bilnter.al 
competition, where there arc more than one person on each side. Or 
monopoly on one side may be found with competition on t!u* other 
and vice verm (unilateral competition). Tho problem of ratios or 
values boconu's more complex under such cdliditions though funda- 
mentally there is no difference in principles. We could study the 
determination of value under all the.^e conditions under the assump- 
tion of a barter economy. But aince in tho actual world exchanges 
normally take place, through the inlcn'cntion of money, we shall 
punsuc this subject in terms of prices. The examples of ijarter 
were given in order to get some insight into tho working of tlie 
forces behind tho monetary viiluations. 

5. Problems of Exchange. Aftor having .some idea of tho 
nature of exchange let us now brieny review the various problems 
that wo have to study in order to grasp this particular aspect of 
economic activity. 

Tho coiltml problem of exchange, according to some econo- 
mists, is the problem of valuation. Since iwoduction is organised on 
the basis of division of labour and since thia division of labour has 
at tinned greater and greater minuteness, goods are produced pri- 
marily to be eold in the market. K.xchanges thus take place between 
buyers and sellorB and ultimately bcUveen producers and consumer.^. 
Every one is a bttyer and a .seller in a barter economy. But when 
money scrve.s ns a medium of oxebango tiic person ofihring goods 
(or services) is called the seller. Thcro may be a monopoly on tbc 
buyer’s side or on the seller's side or on both aides. Or thoro may 
be competition on both tlio sides. Tho buyers and acllors may 
belong to the same country or to different countries. In the latter 
case exchanges take place on an international acalc. Thus valuation 
has to be studied under all these different conditions. 

Then tlicre are problems connected with money through the 
intervention of which exchanges take place. Money takes various 
forms and is variously organised. Then there are substitutes of 
money, the various credit instruments, isauod by banks. Rloney 
again has an international aspect when payments have to bo made 
to foreigners or payments have to bo reecivedirom abroad. 


F'er a con«iB'> Irr, 1110 ( 101 , of cnutlibrUmi unrlor burtor under varying 
conditions, soo Briob Itoll ; Elomontsol Economic Theory, pp. 07-87. 
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The main topics under which all these above problems will be 
studied arc : — 

1. Nature, extent and organisation of marJrcts. 

2. Determination of values under a variety of conditions. 

3. Mechanism of exchange— money, credit and banks. 

4. International aspect of exchange and value. 

6. International aspect of money. - t 

The next chapter is devoted to markets. 
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CHAPTER XVI . 

MARKETS 

1 . Markets. In the ordinary language the term market is 
used to denote a specified place or area where buyers and sellers 
come together for purchase and sale of goods. In Economics the 
term is used in a wider sense. It does not refer to any place where 
goods may be bought and sold. It refers, on the other hand, to 
buyers and sellers of a commodity who are in direct competition .with 
one another. In the words of the French Economist Cournot, 
Economists under stand, hy the term market not any particular market- 
place in which things are bought and sold but the whole of any region 
in which buyers and sellers are in such free intercourse with one another 
that the prices of the same goods tend to equality easily and quickly.” 
“ Originally,” says Jevona, a market was a public place in a town* 
where provisions and other objects were exposed for sale ; but the 
word has been generalised so as to mean any body of persons loho are 
in intimate business relations and carry on extensive transactions in 
any commodity. A great city may contain as niany markets as 
there are important branches of trade, and these markets may or 
may not be localised. The central point of a market is the public 
exchange, mart or auction rooms, where the traders agree to meet 
and transact business. In London the Stock ' Market, the Cora 
Market, the Coal Market, the . Sugar Market and many others are 
distinctly localised in Manchester the Cotton Market, the Cotton 
Waste Market and others. But the idea of locality is not necessary. 
The traders may be spread over a whole town, or region of a country 
and yet make a market, if they are by means of fairs, meetings, 
published price-lists, the post office or otherwise in close oommunioa* 
tion with each other.”^ - i 

Thus the essentials of a market are : (a) Commodity which is 
dealt with ; (b) the existence of buyers and sellers ; (c) a place be it 
a certain region, a country or the entire world ; (d) such intercourse 
.between buyers and sellers that only one price should prevail for 
the same commodity at the same time. “ The more nearly perfect 
a market is ” says Marshall, “ the stronger is the tendency for the, 
same price to be paid, for the same thing at the same time in all 
parts of market.”* allowing of course for the cost of transportation 
of goods from one place to another. 

2. What is a Commodity.^. Generally when we speak of a 
commodity we mean a whole class of, commodities. This is so 
beoanse the same name may include several varieties. For instance 
cotton, wheat and tea^ may not be three commodities' but as, many 
as all the varieties of them available for sale. From the point of 
view of the market each variety will be a separate commodity 

1, Quoted by Marshall ; Economios of loduatry, pp. 134-35. 

' 2. Marshall, ojp. cif., p. 185 " 
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since each will command a different price. “ Two units ”, says 
Benham, “ do not really belong to the same commodity unless they 
are perfect substitutes, that is unless every potential purchaser 
would be quite indifferent as to which of the two he received for 
his money. 

The same product would be regarded as a different commodity 
if sold under a different trade mark. Thus “Lipton’s Tea” may be 
exactly the same tea as ‘ Darjeeling ’ but since they are sold under 
different trade marks each will have a market and price of its own 
and wiU represent different commodities. 

Similarly, exactlj* the same thing will be a different commodity 
at different places if its price does not tend to equalise easily and 
quickly. In the same way, the same product ma 3 ’ represent differ- 
ent commodities at different times. Fluctuations of prices over 
time, bower er, are considerablj' reduced by the actions of sjiecu- 
lators. 

3- Classification of Markets. There are two bases on which 
markets may be classified : (i) area and (ti) time According to area or 
space, the markets may bo : 

(a) Local. The buyers and sellers are drawn from a particular 
locality. The market activities extend ovei a small aiea. 


(6) National. A commodity has a nation-wide importaijce. The 
buyers and sellers of that commodity are scattered throughout the 
length and breadth of the whole countrj'. They maintain intimate 
commercial contact with one another. 

— '{c) World Markets.^ There are certain commodities that have a 
\world-wide demand, e g., preciOus metals like gold and sdver or 
staple commodities like wheat, rice and cotton. The buyers and 
'tellers of such commodities are drawn from all the comers of the 
^ world and are in commercial intercourse with one another. 

The classification according to time considers the time given to 
the forces of demand and supply to adjust themselves to a given 
change. On this basis the markets may be classified as — 


{a) on any particular day or at any given moment. In 

this case there IS no time to increase or decrease the supply, the 
pnee will largely depend on the intensity of demand. 


jh) ^lorl-period market. In this case supply is given some time 
to adjust Itself to the change in demand ; but the time given is not 
enough, so that the influence of demand is still greater than that of 

supply or cost of production. ‘ 

th. ample time is afforded for 

coLennif °° Work tfaeinselves out completely, 

addhio?.^ ’ 1 ^ demand. If demand has increased, 

h IS I’® brought to the market ; and if demand 

produetmn Permanently, then there is time for the factors of 
P action to be wit hdrawn from that industry, in the long run 
/ 1. Benham, op cItTp 24 ~ " 
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cost of production exerts its full influence. The influence of the 
supply side is now greater. Price, in tlie long run, must cover 
marginal cost of production. 

(d) Secular market. When forces of d.emancl and supply are 
given a very long time, say a generation, to adjust themselves to 
changed conditions, it is called a secular market. ^ 

4. Evolution of Markets. The evolution of markets may be 
studied from two points of view ; (a) Geographical and (b) Punc- 
tional. 

/ 

GeograpMcally speaking four stages can be observed ' in the 
development of markets, (Ij" the family market where exchange took 
place within the bounds of a family only. (2) Local market : when 
buying and selling were confined to a town or a village or near about; 
(3) The national market ; when the whole nation could be regarded 
as one market for certain commodities. (4^Tho world market : when 
market for certain goods embraced the wbolei- world. 

The last three divisions exist even today. Some goods have 
only a local market, e.<j., fresh milk ; others, only a national market, 
e.g., certain kinds of fruit ; and still others enjoy a world market, 
e.g,, certain raw materials like cotton and silk and precious metals, 
etc. Geographical development has depended upon the develop- 
ment of transport and of /scientific devices like refrigerni ion. 
They have enabled the commodities to travel longer distances. 
Portability of the commodity , and the iiossibihty 
of its grading also " determine the area of the market. 
We shall presently see what factors determine whetlier a 
market would be narrow or wide in the geographical sense. 

As regards functional development, markets have shown the 
following stages : 

(1) The general matkei : where a great variety of articles are 
purchased and sold and buyers and sellers from immediate neigh- 
j bourhood gather in certain localities to do business, ' Prices are 
fixed by bargaining based on a. rough estimation of supply and 
demand. Such markets even now exist all over the world. 

, (2) The specialised market : with the greater development of 

iridustry and trade as well as transport the need for specialised 
markets arises. Por instance separate markets arise for cotton yarn, 
cloth, etc. Labour market, money market, foreign exchange market, 
stock exhange, produce exchange, etc. are specialised markets, 

, (3) Marketing by samples. With the increase in the variety and 

volume of goods and extension of the area of demand it is not 
possible to display all the stock.' Goods are standardised and buying 
and selling takes place on the basis of samples. This method is par- 
ticularly useful for raw materials which are bulky bub homogeneous 
when standardised. 
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(4r) Marhding hy grades. This is a further development from 
the sample system. This apiilies to raw materials that cm be 
easily classifi^ according to quality. The quality is eractly defined 
and named so that oven seeing of the sample becomes rmnecessaty 
and the purchasers cm order with confidence with reference to the 
grade of quality. This makes it possible to buy and sell things by 
telegrams over long distances. The area of the market thus can be 
enormously extended. No. 59I-C and 8-A arc well Iniown varieties 
of wheat and 4 F and M.G.F G. arc well known varieties of cotton. 

5. llie Extent of the IVferkets, The area or extent of the 
market will depend upon several factors : — 

(а) The characler oj the commodity itself . A durable commodity 
which can be easily described, sampled or graded, will enjoy a wider 
market than one lacking in these qualifies. The whole western world, 
says Marshall ‘may, in a sense, be regarded as one market for many 
kinds of stock exchange securities, for the more valuable metals and 
to a less extent^ for wool and cotton and even wheat ; proper 
mlowance being made for expenses of transport, in which may be 
mcludM taxes levied by any customs houses throogh which the 
goods have to pass.’ Things having small value and large bulk 
are not profitable to take to distant places and will have only local 
mYkets. Similarly, perishable goods (e.g., vegetables and fruit) 

they can be preserved profitably will have only local markets, 
^rket^ for real estate (c. g., land and buildings) is local. 
iUM, in order to have a wide market a commodity must 
De (j) portable ; (ii) durable ; (iii) suitable for sampling, grading and 
exact description ; and (to) such that its supply can bo increased. 

(б) The nature of the demand for the commodity. A commodity 
of universal demand {e.g., gold and silver) will have a wider market 
than one of a limited demand (opium in India). 


(c) JfiMils o/ communicalion and transport, Onlv a hundred 
yearn ago famine in India could exist side by side with plentv within 
a few miles of each other. Food grains could not be moved 'from 
placM of pmnty to places of scarcify due to the lack of transport 
acuities Now food grains and other things can be imported from 
distant lands and also can be transported from India to distant 
places. Markets have consequently been Videned. 


In war 


“nd Security. Obviously goods cannot be market 
mstant p.aces unless peace and order secures them safety. In 
ime due to insecurity in the war zones, markets get restricted. 

. factor of finance is also 

currency and credit system is well devclopec 
T® ““leniently and profitably carried on over ex- 
Emallet di^ces of such facUities goods only move 


(i) The policy of the State, ilarkets 


may be restricted by the 
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policy of the State. Prohibitive duties may be imposed on^ imports 
or exports. 

((f) The degree of the division of Inhour, Wo have .seen in ft 
previous ohaptor how division of labour is limited by ti»o extent of , 
the market. Tho converse of this is olso true. The extent, of the 
market also, in its turn, (lep(*nds upon tho degree of divi.sion of 
labour present in the pnxluclivo proccsit. If there is no division of 
labour in production there would bo no need for exchange niul there 
would be no markets. The greater tho degree of divhiion of labour 
the larger tlic area over which exchanges will take place in order 
to supply tho needa of tho people engaged in production. In other 
words, the greater the division of labour the larger the extent of 
co-operation neces.«aiy on tho part of tho people to satisfy their 
wants, and consequently the larger the nrerv over which oxchango 
will take place of given comihodities, hence tho greater tho extent 
of tho market. 

6. The Role of Competition in s Morket. We have to study 
the proccfc.s of valuation under competition and under monopoly. In 
fact there is neither perfect competition nor perfect monopoly in the 
actual world. What actually exists i.x the various ilogrocs of w’liat 
is calkd ' imperfect comjietition' of which more later. It is iiOces- 
sary, however, to assume perft ct competition in order to explain tho 
various forces at work in a conqictitive market. Theiio forces are 
very complex and can be studied only under artificmlly .simpliSicd 
conditions, 

Terfeot competition exists w’bcrc two conditioiiR arc fulfilled ; — 

(a) Factors of production can move freely from one occupation 
to another in search of the highest reward. 

. *itk 

(b) Keilher any single buyer nor any single seller can by his 
individual action appreciably affect the price of the thing bought 
or sold. These are tho implications of perfect competition. 

The first condition implies the absence of all restrictions which 
might prevent movements of labour in search of better wftgc.«s, 
capital seeking higher rates of interest, producers of raw materials 
seeking higher prices, etc. For instance, if a Irado union limits tho 
, number of now persons entering a particular occupation b,v chaining 
high entrance foes, and thus kcop.s their wages artificially high, the 
competition will not bo regarded as jicrfect under such condition.^. 

The second condition implies: (1) ti largo number of buyers, 
(2) a large number of sellers, (3) ’ buying and selling the same 
commodity or service, {•!) each knowing the price at which others 
are buying and selling. The result of those conditions will be that 
one commodity will have only one ])rico in tho sarno market. But 
the second and more important result will bo that no buyer or seller 
{producer or consumer) will be able to nffcct tho price bj' his own 
individual action. The reason for this is quite plain. Since there 
are a largo number of buyers whether one buyer buys more or loss 
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or keep’iti^^av no clifi‘<'renci‘ to the price, SimikTly, since 

fliero arc a h'rper ninnbrr of ^ellers wli^Oar one foller mpro or 
le-s or keep-i arsay dot <' not nfTtettW price. The <j« mtstic's in’rolr- 
ed, inrektion to the tolti qnanfty of the commodity bought or sold, 
respectively, are iu^unifieiot. ftik fact, as wo shall aec, has great 
mil)ortar'ce in the <1eu rmin tlion of value under comivetition. 

When tre speak of competition we mean competition between 
hiners andbiiycn on th" one hand, and between sellers and sellers 
-'n the other Competition anionp bnven- tends to rake pritra ana 
competition among '=eller,s tends to Inwr price*. Their mutusl 
notion tends to establish the tame price in the same market. 

Gonipctition is more perfect in a wholesale market than in a 
retail market. In the wholesale market hu>ors and eellcre are belter 
informed about the conditions of supply and demand. Tilings arc 
bought and sold for jiratit and in large quantities. In retail maritels 
uhcro things arc bought for direct consumption by consumers, com- 
petition is relatively imperfcel. A man may buy the same thing at 
a Uiglier price in Delhi in Connancht Place rather than go to 
Cliandni Chovrk or Sadar Rasnr to save a few annas. People inay 
buj’ from their favourite shops oven though they may have to pay a 
little more. Consumers do not bu,v for busincas purposes and 
buy in small quantities, hence they do not trouble themselves about 
small difTcrouccs of price. They do not keep thom*aIvcs so well k- 
formed about prices as those who buy wholesale for profit do. 
Wholesale markets arc, therefore, fmhjecl to greater competition 
and arc more perfect than retail markets. 

7. ' Perfect and Imperfect Market. "A market is said to be 
perfect when ainhe potential sellers and bai'ero atc~'protfiptly"uware 
of the pnces"at5'hieli tran-aetfons take place aiul allthii 
by other sellers and buyers, atid when au5njuye£_c3n„.purchaso~feoin 
any .seller and converpeIy.'‘_,1Jnder such conditions the prico of n 
commodity will tend to be the same (after allowing for costs of 
transport, including import duties) nil over the market.”* fn this 
sense every variety of a commodity or the same commodity having 
a different label or ‘trade mark’ is regarded a separate commodity 
as will be presentlj' explained. 

“ A market is imperfect when some buyers or sellers, or both, 
are not aware of the offers being made by othetB.”- 

In other words if the_same price rules for the same commodity 
at the same time in a market, it is said to be perfect. But^Hn case 
different prices fwe being charged or paid for the same comm^i^ 
at the same time in a market, it is an imperfect market. 

There is a Zktte of Ihe Jfor/.ct*, also called the L ata of JMiff''’^- 
tnee by Jevons. This law states that in the same ynarl.ct,jhc price oj 
a commodity at ihc samr time must be the same. Then it is a matter 


1. Benlmm — Econoroha 1040, p 25. 

2. Ibid, p. 26 
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of indifTeroncc for tlio V)fty('r.'<* from wliom tlu'V buy mul for Iho 
si'Ilcra to whom they sell. The \)rice is the ssrac, 

Tf Ihh kw of the market op'iratcs with full force so that the 
price lends to ecpjality easily and quickly, then the market h perfect . 
In case, however, the operation of the Inw k hmipered by l ustom 
or other types of economic friction, th«n same price ^will not rule 
for the .same commodity. In that ca-oc the market will he called 
iraperfeck- 

XX^ondilionf of a PerfacI Maricl. The Law of market, which 
brings about etpudity between tlm pric« of the same j'pmmodJ^ly 
in_the. 8 amc mafkeirnt tFe'sa'rac' time "oim operate only if certain 
conditions are fulfillwl. These arx* the conditions of a perfect 
market. 

>/(f) Free nnd Perfect CompettUon. J’nless unfettered competi- 
tion is to be found both on the side of demand and .supply, one price 
only will not prevail for a commodity at a given time. This means 
tho absence of monopolistic cotitrol on either side. No seller or a 
group of Boilers should bd ih a position to t'ScCrt a pcrccptiblp intlu- 
ence on tho price b^’ controlling tho supply of the commodity. A 
monopolist may charge differcat prices. Absence of monopoly and 
the prevalence of free competition is an important condition of a 
fJcfTcct markot. Thi.s also implies full knowledge on the part of 
buycfa~ahd .sellers about- tho market rmnditionh ami about the pricest 
that are being charged or paid by others. ’ . 

'^'t) Cheap and Evident meunft of Trnn,ipor( and C'omniUtiirafimi. 
Same price for a commodity will rule only if the information about 
changes in prices arc tpiickly trausmiiiod to different .sectars of the 
market and also if tho commodity can be ea.sily, quickly and cbe.aply 
transported to that sector where it fetches a higher ])rice. If nioan.s 
of cdmmunica tion and tran.sport are ohoap and etheient then any 
divergence in tho price appearing in any part of tho market will be 
expeditiously removed. The commodity will bo moved from that 
part of the market where its price ia low to that part where it is 
liigh. Tho result will bo that tho prico will tend to moves up whore 
it ia loxy and fall where it is high, Tho movement of goods will 
continue till the prioos are oqualisod. Ilonce ayailabijity of means 
/.p£.iranaportJs another important condition of a perfect mhrKetrf.e,, 
'whore the same prico rules for the an mo commodity at the Hame 
time. 

Wide Extent, A poyfoct market is somotime-s coitsidored 
synonymous with a wide market. Tho extent of the market depends 
on(o) lf 0 ge demand and supply ; (bj dur.ahiUty of the commodity; 
(c) itsjvprtkhility ; and (d) smlability for Bnmpliuig and grading. 

The extent of the market is tliscnssod below : 

Example of a Perfect Market. Market for inve.sted capital is 
l-he nearest approach to the perfect maiket. Invest «1 capital talces 
tho form of stoclcs and shiirca. The stock exchange' market is a 
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very highly organised marketi Tho dealers are experts and are in 
constant communication with one another so that a slight variaticm 
in price is at once noticed and extensively circulated. The shares of the 
same class are of exactly the same grade and are perfect substitutes 
for one another. They are most portable and can be sent frqin one 
place to another without muoli cost. “The method of quoting shares, 
of making bargains and of settling transactions are absolutely fixed 
and widelj' known, prices are rapidly circulated and easily under- 
stood, while tho high moral standard which exists throughout the 
i market is far more efficient than the stVictest legal control in pre 
I venting fraud and minimising risks.” (Thomas). 

Markets for precious metals, first class bills of exchange, 
foreign cuiTcncies and important raw materials are also efficientl3’' 
organised and may bo regarded as perfect. 

8. Market Transactions. Several kinds of transactions take 
place in mai kets. Things that are bought and sold may be divided 
into eight classes : — 

(a) Consumer’s goods ; (6) Producer’s goods ; (c) Labour ser- 

vices ; (d) real estate ; (c) loans of. monej’ ; (/) paper titles; (g) 
rights ; and (h) other currencies. 

\ (o) Consumer’s gpods. Consumer’s goods are wanted for 

direct satisfaction of human wants. In this group are included 
services of doctors, houses and cinemas purchased for direct con- 
^ sumption. The retail shops specialise in such goods. As we liave 
^ seen, retail markets are less perfect than w’holesale markets. Retail 
prices thus show appreciable differences in different localities and 
consumers can save money by taking some trouble to find the cheap- 
est shoi)"*. 

(b) Producer's goods. Producer’s goods are not wanted for 
direct satisfaction of wants. Demand for these is “ derived ” from 
demand for consumer's goods for the production of which thev are 
used. Examples of such goods are raw materials like rubber, 
wool, cottr^n, etc. ; intermediate products like steel bars and yarn, 
machines and tools, etc. The same good may be used as a ' con- 
sumer’s good or a producer’s good. Goal,’for instance, maj' bo burnt 
in the jtitchen or in the boiler of a factory. This fact, however, 
does not make our classification useless. “ Economic analysis is 
concerned,” says Benharo, “ with functions of goods, with the part 
which they play in tho economic system, rather than with their 
origin or their intrinsic qualities,’’* 

Producer’s goods are, as a rule, purchased wholesale, hence the 
markets for them are more perfect due to reasons already given. 
Markets for them in many big cities are specialised. In London 
for instance, you have' Rubber Exchange, Corn Exchange, etc. Here 
buyers and sellers meet, commodities are exposed for inspection and 
transactions take place. 


1- ®cnborn ; Eoonouin'S (lOtS) p 30. 
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(c) Labour services. Apart from domestic servants, demand for 
mpstlabonr is “ derived” from’the demand for consumer’s goods. 
In some countries minimum wages are fixed by authority ; in manj' 
countries they are settled tbrougb negotiations betweed trade unions 
and employers* associations. 

In some countries {c. g., England) Government sets up Employ- 
ment Exchanges, to bring together employers wanting labour and 
labourers wanting jobs. There are also private employment 
agencies. Posts are also advertised in the Pressl 

On account of comparative immobility of labour, the weak 
bargaining power and the ignorance that prevails in labour circles, 

’ the labour market is generally imperfect, 

0 The study of wages, however, belongs to the Department of 
Distribution since labour is not merely a commodity. But we can 
conceive, of a labour market all the same. 

{d) Real Estate. Lands and- bouses differ oils account of situa- 
tion in addition to other qualities. Thus ?they cannot be sold by 
samples. Such business is, thus, in the bands of specialised agents 
who bring buyers and sellers together in return for a commission. 
Advertisements are also used. The market for real estate is rela- 
tively perfect since buyers take lot of trouble before tboy purchase 
it. 

(c) Loans of Money. In j;bo money market, money is loaned 
and borrowed. The lenders’ may be private individuals or banks 
or issuing houses, the last being middlemen who advise the borrower 
what terms to offer in return for a commission. The borrowers may 
be public authorities, private firms or individuals. The price paid 
for loans is interest and shall bo considered under Distribution in a 
subsequent chapter. The rate of interest varies according to the 
risk of default and the period of the loan. Money market in India 
may be regarded as imperfect. • 

if) Paper Titles. Paper titles are of two types, those yielding 
fixed incomes and those giving fluctuating returns. Examples of 
the former are bills of exchange, treasury bills, loans raised by 
government, dobonturos,' , Example of the latter arc ordinary' stocks 
.and shares of cmipanies. They yield “dividends’’ which fluctuate 
with the profits of the companies. Some paper titles have an in 
between character, c,g., participating preference shares. The holders 
of thc.so receive a fixed return as well as Bomethiirg extra when profits 
arc high. Such transactions - take place in the Stock Exchange. 
As e.Nq)orts deal in such thing, the market is perfect.^ 

(g) Rights. Bights may also * be bought and Pold, e.g., “Good, 
will ” of a business, use of a “patent*' of another firm may have to be 
paid for. “Options” are rights to buy something at a given price 
before a specified date. “ Futures” means bu 3 nng and soiling rights 
to commodities at future dates. The dealers are experts* and 
hence the market is perfect, - 

*" L Kocuritios bearing jixod intei^te. ' 
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, {h) Otlur Ourmiciis. CiincHcics of 

( piiirha<=.'(l for making papncntfl abroad and are : 

} ])aMnenN from abroad. Their market called forcig y -r "w 
Market; Tin. idnrket is perfect. Wo shall study details of 't 
(under Foieign Exchange. 

To start with wo shall be mainl}’ coneemed with 
commodities. The working of other markets will be con-ulcr , 
their proper place. 

9 Stock Exchange Organisation. Onr stock f 
mostlv oig.ani'^cd on the basis of Eondon Stock Exchange, 
aie two classes of members ; (i) jobbers and (ii) brokers. 

'Ifhe jobbers do business on their own account hut cannot deal 
directly with the public. They must act through the “tokers. 
The brokr is, on the other hand, have to be brokore only, /a®.' 
cannot buy and sell on their own account. They act “ inter- 
mediaries bciuoen the public and the jolibcrs. This specialisapoi 
is intended to ininimise fraud and to place an honest and etneten 
oiganisation at the disposal of the investor. 


t 


The procedure for buying or selling shares is something Iiki 
this. The would-be purchaser or seller of stock has to book the order 
with a 6 rm of brokers wh6 will then contact a broker. Suppose 
Mr. A .1 ants to buy certain shares. Ho instructs a stock broker 
to buy these shares for him. The stoclr broker goes into the stock 
excha’nce and contacts a jobber who is asked to quote. 


According to the rules of exchange the jobber must be ever 
ready both to buy and to sell. Ho must bo prepared to buy 
fchaies which he does not want and sell the shares he has not got. 
The broker does not tell the jobiier whether he wants to buy or to 
sell. The jobber, therefore, has to quote two prices one price at 
IV hich he will sell and the other at which ho will buy. Suppose 
-the quotation of a security of the face value of Re. 100 given by the 
jobber is Rs. 120 — 12 t This means the jobber will buy at Bs- 
120 and sell at Ra. IJ.l. The difference between the selling and 
buying prices is the jobber’s profit. It is called yohfisr’s turn. 


. If the quotation is acceptable the bargain is struck. With the 
exception of government securities for which there are cash transac- 
tions, transactions relating to other stocks and shares are cleared on 
certain days fixed for the purpose. These are called the settlement 
days which are four. On the first day, it is ascertained whether 
the parties are in a position to carry out their part of the bargain. 
Suppose the purchaser is unable to pay for the shares he has 
contracted tc buy. His broker will, then, ask- the jobber to' 
postpone the settlement to the next settlement which generally 
comes after a fortnight. The jobber agrees to the postponement 
but the seller has to pay interest on the amount which lie had 
to pay and which he now promises to- pay at the next settlement 
time. This payment is called contango. 
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But if the buyer is ready with the purchase price, whereas 
the jobber has not been able to procure the shares he has agreed 
to sell. Then the jobber \vill ask for a postponement. and he will have 
to pay for it, because the purchaser loftes some dividend on account 
of the delay in the delivery of the shares and he must be compen- 
sated. The penalty ^ that the seller has to pay for not being able 
to give the delivery is called backwardation. 

These things will be settled on the first day. In case the 
parties are willing and able to carry out the contract, then the 
next two days called the 'Intermediate or Ticket days’ are devoted 
to the completion of certain formalities. The particulars of the 
purchaser are passed on to the seller so that the share may be formal- 
ly transferred to his name. The fourth and the final day is devoted 
to the payment of cash and the delivery of the shares. 

10. Advantages of Stock Exchange. Several advantages 
flow from the stock exchange organisation : 

(1) It provides market fbr the invested capital. The stocks and 
shares are satisfactorily graded and can be readily sold or realised. 
It is through stock exchange that a shareholder can realise cash for 
his shares at the time of need. • 

\ 

I (2) High standard of business morality and the great confidence 
that the stock exchange organisation inspires among the investing 
public are instrumental in attracting new capital in trade and 
industry. In the absence of ready realisability of invested capital 
new capital will not^be encouraged to flow into industrial and 
commercial enterprises. 

(3) Easy and cheap transactions in stocks and shares rendered 
possible in the stock exchanges facilitate the' transfer and re- 

- arrangement of capital. 

(4) ‘True value"^’ of securities is settled in the stock exchanges. 

The dealers are experts and are in a position to form a correct 
estimate of the true worth of 'a stock, which depends on its yield. No 
doubt sometimes the speculatoi's on the stock exchange artificially 
raise the price of a security and sometimes depress it unduly but 
these divergences are only temporary. Sooner or later the price* 
will got settled at its 'true value’. ~ * 

■''l 

11 Produce Exchanger Just 'as there are stock exchanges 
for the purchase and sale of .stocks and shares similarly there are 
produce exchanges in which speculation (satta) is carried on in 
commodities like wheat, gram, cotton, jute, etc. These produce 
exchanges are called by different names like Grain Merchants’ 
Association, Company or Chambers. Only members can ' enter into 
transactions winch the Association will recognise and countenance. 
The Association maintains^ list ,of firms with which a .member 
*can enter into a transaction. Only men of property are eligible 
to become members. 
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Tho quantity for which a trftn‘*action is permitted is hot to be lep 
than a kotha (500 maunds) and a member ims to maintain a tnarpin 
of Rs . 100 per Tho margin is never to fall below Rs. 100. 
In case it does, tho A.ssocintion will either cancel a transaction or 
settle it before tho margin becomes insudicient to cover tho loss. 

The transactions arc of two types ; (i) spot ^ (/matr mal) i. e., 
when tho transaction has to be completed forthwith ; (ii) Forward 
transactions, t.f., when transaction i.s entered into at -the present 
price but delivery is to bo made at an agreed future date. 

The transactions arc according to Indian months, e.g,, Baisakh, 
Jelh, Uar, Bhadon, Asuj,, Magh'ir, Magh etc. It is the seller's 
privilege, during the first 15 days, to a-sk tho buyer to take the 
delivery and during the later 15 days tho buyer can demand 
delivery. On the last day of tho month cither tho buyer can 
demand delivery or the seller can give notice of delivery. For 
example if, it is a Jeth-llar transaction, then on any day between 
IGth Jeth and end of Jeth tho seller can ask tho delivery to, be 
.taken and tho buyer can demand delivorj' at any time between 
Ist of Ear and 14th of Ear. On the I5th of Hnr which is the last 
day of the month, for which the bargain was made, cither the buyer 
or the seller may demand to make or take delivery. 

Tf the buyer does not take tho delivery when called ujion to 
do so or the seller docs not make the delivery, then tho company 
, completes tho bargain, and loss, if any, is put to tho account of 
the defaulter. When the buyer demands delivery he has to deposit 
. 25% of the value of the goods with the company and the seller 
can receive tho value from tho company' whom he has made the 
delivery. 

In case either party is unable to complete the transaction 
ho is allowed to continue it at a'how price which, is more favour- 
able to tho other party. But the old account must bo settled and 
closed b.y the payment of difference to the party which has gained 
by the change in price, e.g., the buyer must pay tho difference if 
the price has fallen. ^ , 

X .if ^2. Speculation. Transactions in the various markets take 
not only for genuine buying and selling, but also for purposes 
of speofilation. In speculation' things are bodght and sold by dealers 
to take advantage of expecteji differences in prices over a period 
of time. When a tr ansaction 'is m ade at the present -price but 
Mttlen^nt^ to be mai^ at 'some _^tufe agreed date with 3die5p]e 
9bi??li..oC.5Sffeng a^^^profit. from the movement of prices, ,„th£ 
transaction is caUed speculaHonr*^ - - . - 

if you buy wheat today and settle the bargain today by paying 
the values of the commodity today, it , is not speculation. ' It is a 
cash transaction. If you undertake to make ,the payment at some 
future date, i. e., you buy on cr^it' this again is not speculation ; , it 
IS a credit transaction. Both these cash' and credit 'transactions 
are spot transactions. 
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In case you enter into a transaction for the purchase of wheat 
after two months at whatever price may rule then, it is also not 
speculation, for a speculative transaction is at a price that rules 
today and not at one which may rule at some future moment. 

Even if you buy at current price, deliveiy to be taken at the 
future, but you buy lor domestic consumption, it is not speculation, ^ 
because speculation is fm profit_and not f or meeting domestic needs.**'" 

Hence the essentials of speculation a re : — 

vfd) The transaction is made at the <^tTSM~price ; 

the settlement is to bo made at som^ futu re d Me ; and 

it is done solely l oith a view io makivo jprojii. Hence der:. 
livery^isjrieither given hbr taken,, only, th^ ^differencous paid. 

Such dealings may be in commodities like cotton, wheat, etc. 
These latter are carried on in what is called the Produ ce JE^change. 

Speculative dealirgs rnay also be conducted Jn. invested capital 
in the form of siocks and shares. People purchase stocks and 
aliaita' in'ordef fo get income from their superfluous money. Those 
who merely purchase shares in order to sell them when prices rise 
are speculators. Their aim is speculation, not investment. Ihe 
market in which such • dealings are carried on is called the Stock 
Exchange. • 

peculation is also known as dealing in futures or simply futures, 

A commodity must possess certain characteristics if it is"' to he 
suitablrfor 'speculative transactions, viz,, - - 

, It should have a fluctua ting demand but speedy adjust- 
ment of supply should noTbe possible, otherwise prospect 
of profit will be small. 

It should be susceptible of accurate grading so that there 
is no misunderstanding as to the nature of the commodity 
and it is unnecessary to see it or its sample while making 
a transaction. 

v(in) It should have a w ide de mand, 
v/ (iv) It should be possible to measure it accurately. 

Kinds of Speculation. The^ essence of speculation is looking 
i nto the , future. By intelligent ahficlpttion” of ‘‘the” future '^move- 
ments of prices, the speculator expects to make a profit. There is 
thus an element of speculation in every business enterprise. 
Every business man carries on his business in anticipation of demand. 

If his anticipation is right he will make a profit and if it turns out 
/ to be faulty, ho will suffer for it and incur a loss. There is 
commercial enterprise., -But fhe speculator -by the' 
exorcise of Ms expert judgment and by carefully estimating demand 
Can minimishthis risk. "* ' ' 
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Apart from the speculative element in every business enterprise 
there are two kinds of speculation. 

'-•(*) Legitimate Speculation or Speculation Proper. This type of 
speculation covers the activities of those speculators 'who are 
experts in thdr business They proceed in the most scientific 
manner. Their function is to forecast demand and to estimate 
‘f®.. For this purpose they make use of all the 

^ u j ^formation available. In all countries crop forecasts are 
published. This will be his data of supply. He can forecast de- 
mand by considenng political situation, possibility of war etc. He 
relevant facts and figures and estimates the course 
o u ire prices. It is on the ba6i8_of such scientific and careful 
.propel transaction. Thisls Tpeculation' 


^%J^9>iirnat^ or Improper Speculation. This is sh eer gamb l- 
fnfnoc! ^ ^arge number of people who are ignorant of the 

wl- demand or supply side. They enter, into a 

nnpfo!” nnd wthout due deliberations. These'linscrupulous 

operators deliberately manipulate .the market. Their judgment 

1 beS a 5° tlin dark. It is 

andK°''®“« They run the risk of considerable loss 

to the^f ram themselves. Many genuine investors too fall a victim 
to their unhealthy activities and undergo heavy losses. 

‘‘“d illegitimatespecul- 

to thp activities of elperts and the 
the ^ followers of these experts. The nature of 

S2”SSa4‘;i,““.t 

' smonfhs speculation is useful to the community for it 

ly harmful friTif ^'^t illegitimate speculation is extreme- 

ly narmiulfor it accentuates price fluctuations. ' " - . 

These are “ Speculation Markets. The Bx^ 
tha/prices^°Jo bp! the_exPcfa!5S: 

price^m^Mm'o' fethejpresent because they suspect that 

The market is bullisV¥hen 

prices rule. It k in’li or dull 

®' producer or a manufaoturj;r_ 
C to bur^w * 1 ® out of prT^-flhbtobtions. He 

of the raw'material f°r months. If the price 

in case tbp nrino ■m' PPortnne , he ought to have postponed it. But 
about this Cain hecsuis ®. . S^'^uod. But he is < not enthusiastic 

turer andnTa’JS" in his line. He is a manufac- 

risks in his manufaptnrin^ * rs prepared to take 

f manufactunng a ctivity bub not arising out of the 
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fluctuai,tion^in the price of raw materials. This he is anxious to 
eliminate. How can he do it ? 

Take the case of a miller. He buys 20,000 maunds of wheat 
for milling purposes at Rs. 10 per maund. Later the price falls to 
Rs, 8. He has lost Rs. 2 per maund, i.e., Rs, 40,000 in all. But if 
the price rises to Rs. 12 he shall have mode a profit of Rs. 40,000. 
He wants to avoid this loss and will not mind if there is no profit 
either from the change in price. Hedging will come to his aid. 
When he buys 20,000 maunds at Rs. 10 in the spot market, he sells 
the same quantity at this price in the forward market. How sup- 
pose the price falls to Rs. 8 per maund. What is the result ? On the 
wheat he has purchased 'spot' he loses Rs. 40,000 but on the forward 
market he gains Rs. 40,000 for he will be able to get it at Rs. 8 whereas 
he has sold it at Rs. 10. Thus the loss in one transaction is exactly 
s et of F by the gain in tbe other and_on the^whole he neither gains 
nor losesf "This is exactly what he wanted. ^ He does not want any 
profit or loss apart from his proper business of milling. 

Such transactions as above are called the hgdglng„contracta. By 
this means the business men ca n co ver t hemselves against losses 
wluchar^btliOEoirTiii^ so that extraneous risks, are -eliminated. 

\/^ptions. Option is purchased to get out of a losing transaction. 
They are of three types :~9 

(^) pall Option .. Suppose I have purchased wheat at Rs. 10 
per maund but when the settlement day comes the price has fallen 
to Rs. 8. This means a loss of Rs. 2 per maund to me. I may 
^have contracted to buy 5000 maunds. This would mean a loss of 
Rs. 10,000. But if I have purchased the call option, i.e., the right 
to buy or not to buy, by paying one anna per maund, thus 1 shall 
exercise my option not to buy and I lose only one anna per maund 
instead of Rs. 2 per maund. 

(ii) RutMpiioa.,J.e., option to sell or refuse J-o sell,. Suppose I 
have undertaken to sell 6000 maunds of wheat at Rs.lO per maund. 
When the date arrives, the price in the market is Rs. 12. Hose Rs. 2 
per maund, i.e.^Rs, 10,000 in all. If I have purchased the ‘put option’ 
only I lose the option money which is insignificant as compared with 
the total loss on the bargain. 

{Hi) (Put and Gall), This option will give me 

the right ^ther.to. buy oi;tq.seII.. If it is advantageous for me to 
sell, 1 may sell, or I may buy. I am free to choose. But having 
purchased this double optiop I am not sure I shall gain. It depends 
on what I have paid for the option and what is the extent of the 
change in price. If I have paid 4 as. per maund for the double 
option and the rise and fall in price is also 4 as. per maund, I neither 
gain nor lose. But if the rise or fall is more than this I shall gain.) 
by increasing my right to buy or to sell. In case, however, the rise or' 
fall in the price is less than the price of the doudde option, I shall - 
lose whichever way I may exercise my option, , .< 
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^ rjjrner. -If a business man or a group of business men tty to squire 
the entire supply of a commoSity in the market or a major^ pari 
of itj it is called cornering or 'rigging’. The aim is to control the 
supply and then charge a monopoly price. IVhen the means ^ot 
communication or transport ivero imperfectly developed’ and the 
number of very rich people was small, cornering was flexible to some 
extent. 

In modem times cornering is not so easy. To buy the entire 
supply of cotton, wheat dr jute wilf require crores of rupees. Few 
can afford it. Even if an attempt is made it is likely to fail. The 
commodity can be brought from other parts of the world and the 
' comer’ would be broken. 

14. Benefits and Dangers of Speculation. Speculation if 
carried on by people who understand the forces of supply and 
demand and act after getting the best information is not without its 
advantages/^ It helps in making prices steady by equalising_tbo_ 
forces of suinfly and demand over a period' of time. "Take'Tihe case 
of cotton. Suppose a speculator in cotton in autumn, bj’’ ‘studying 
all the factors acting on supply of and demand for cotton, comes to 
the conclusion that by next spring the price is bound to rise. He 
will proceed to purchase as much cotton aa he can and other speoa* 
lators will also do the same. This wiU create great demand for 
cotton in autumn when the new crop is coming and will raise its 
price. Suppose the price in autumn on account of the action of the 
speculators was raised from Rs. 10 a maund to Rs, 13 a maund. 
In spring suppose the price would have risen, if there had been no 
speculation to Rs. 18 a maund. But since the speculators have 
purchased large quantities of stock in autumn, ithey will sell it in 
spring and thus increase supply to meet the higher demand. Suppose 
the actual price, due to the action of speculators, settles at Rs. 16 
a maund'instead of Rs. 18 a maund. This means that on account of 
speculation the difference in the price of cotton between autumn 
and spring has been reduced from Rs. 8 (Rs. 18 — Rs. 10) to Rs. 2 
(Rs 1.5 — Rs. 13) only. 

Thus if the expe^ speculators anticipate a rise in price in 
future, they will buy now so that they may make profit 
by selling in the future. The qjresent purchases wUl raise 

the price immediately and the future sales will prevent a steep rise in 
. the future. Tlie result will be that the difference between the present 
price-level and the future price-level is narrowed down. 

Similarly, if the expert speculators expect the prices to come 
down in future they will restrict their purchases now ; they would 
rather sell now for future delivery. The curtailment of demand and 
present sales will bring the prices down immediately and when they 
buv in the future to give delivery, the anticipated fall in the 
price in the future is lessened. Here again the divergence between 
the present and future price levels is minimised. The steepness of 
the fall is mitigated. 

In short, the activities of the expert speculators tend _to 
eliminat^'riolent fluctuations In priced ^If prices were expected to 
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rise in the absence of speculation, they now rise less, and in case they 
were expected to fall they fall less. Specu lation thus has steadying 
effect on prices. Speculators, bring jaboutea_better„adjustpaent between 
d ^^d a n(L supply. ^ e, ‘ " 

Violent flucteations of prices are socially .harmM. They have 
a disturbing effect'on economic life and they create an atmosphere of 
uncertainty which . outs at the very root of the industrial and com- 
mercial enterprise. The j,ctiyi^s of the spteulatersjresult in elimi- 
nating their violent price fluctuations and^ render a .great .service to' 
tSe'c^muhity^-^ ^ . 'Z' ■' 

The steady prices are useful to (tl^^'the consumer, the pro- 
ducer and the community in general. 

(t) The consumer benefits, for when the prices are steady, he is 
better able to mop out his expenditure. Violent (price movements 
upset his family budget and import an element of uncertainty in 
domestic -economy. In that case his effort to minimise his 
satisfaction will be thwarted. Ifjirices.are steady his calculations 
are facilitated. Tiie speculator is thus helping the consumer by mak- 
ing ’th'e'prfces steady. 

(ii) The froducer also gains from the activities of the specula- 
tors. It is a characteristic of modern industrial .system that produc- 
tiou.has.to-be imtiated'long in advance of . demand. Violent fluctua- 
tions in the price of the raw material will seriously upset all the 
calculations of the' producer. There is a risk involved at every 
stage of production. The speculator inte rven es at ‘ every stage 
tq^ elimi nat e this risk. ‘ Ke ^ makes ..the course lof J.pricesT.stea^ier 
andrEeUeyes the„.producer .of '.severe Jheadache on account of price, 
changes.^ It is the speculator’s job to'fbrecast price movements and 
pr’oStliy them. By his expert judgment, he is able accurately to 
foresee the probable course of future prices. While trying to make 
profit out of the situation he succeeds incidentally in smoothing I 
out price movements to the great advantage of the producer and the ' 
manufacturer. We have already seen in discussion on hedging how 
the manufacturer is enabled to eliminate extraneous risks. 

(in) Speculation is beneficial iojke community in general because 
the speculat brs^y their activity, draw ~ 'the attention oL.,the com- 
mnmty to the ' an-ficipated scarcity btl abundancB_.qf a commodity.) 
intrisgoing to be scarce we must start economising forthwith,, 
and' if it is going to be abundant, keeping large stocks will be^ 
unnecessary, uueconomieal and risky. This service to the community t 
is certainly of great value, ' \ 

The speculator s _help„ in. the economic distrihutinn . a 
c ommodity. Tbey_are experts and kimw not only toKeu.' the prices 
-are going to rise or Ta ff ~ ffut.I^.sp..'iM6te ' 'they are high dr lbw.'~TKe 
commodity' tends to’movetoa place' where juices are ejected to 
'be high. The result will be that the steep rise in prices in certain 
pk cea is prevented and where they rule low, they are raised a bit. 
They bring about thus a more even distribution of the epminodity. 

“ The speculator does’ not add to existing supplies, nor does he sub. 
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’ tract from them, but llicbo notivitic") result in a better ndjurtraent of 
I ' supply to doiiniiid ns bot.vcen tlio present nnd the future"’ and w 
may add between one ))lace nnd another. 

If, however, hpeciilntion in carried on by ignoRint people ft Isa, 
mere gniiibb). TJiey arc likelj- to make ‘■erious mistakes of judgment 
and thiia may pnrelin-e when they ought .^to sell, thua increasing 
ratlier Ilian rcfliicing price lliieltmt ions. SncIi apcenlatioajssooislly 
hamiful nnd df'^orves cond"mnalion. 

It is well known bow the feverish activities of the apeciilatorain 
New York in 1029 brought nbotil a crash in tho Wall iStreet (Xen 
York Kacbange). Prices of stocks were astificially rni«ed to Cgtins 
out of nil proportion to the cnniings, nctnnl or prospective. Tb^ 
volume of monthly sides on the New York Stock E.Mclmngc increind 
from IS million shares to lot) million siinrcs.’ 'J'he spceulntive boom 
bod an inevitable ernsb. IJundreds nnd thousands of Amcrioan 
speculators were ruined. Soon tho rest of the world nfso found 
it'clf in the grip of a gmvc crisis. Tlie Great Dopre''Sion fotlowwi 
, in its wake, in tho wools of .Arthur Salter, " Specul itioU.JiasodOS 
I economic realities may be benofictnl ,hut 'spornlnlion on speculatioii’ 
i is dehnitely injurious. 

* * Speeubuion has been described na (he salt of indubtrinland 

commercial activity, .\ccopting the gastronomic comparison s' 
true, says an Indian UTitor, it inny still happen that tho same polatc 
may reject cr]ually food without salt as food which eontnina too 
mueli bait Thus sjieculation is pcwl hut too much speoulation,„ja 
ba. . When bpcculatioii hecome.s an end in it.self, it is dangefous : 
it lb cxtiemcly harmful. "W'hon thib happens nnd the hope of gn'O 
is more and more isolated from productive activity ’and comes to rest 
exclusively ou the gntno of probability of a rise or fall of prices, or 
the hope of profit arising from tlio diireieuccs between tho purchase 

and tho sale price.. llierc is a Iransfemnce of activity from the 

field of work to that of play, from the factory to tho Stock Exchange, 
from tho field of production to that of distribution or rc-distributioa 
of wealth, and tlui.s the easy enriohmont of ono at tho oxponso of 
another comes to mean a transfer of wealth from the ono to the 
other withoiit any increase in tho amount of wealth — which must, 
in tho end, impoverish tho country. ”” 


In our example above, wo talked of tho forces of supplv and de- 
mand determining price of cotton. Let us see how these forces 
actually operat-o. 
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CHAPTER XVII 

SUPPLY AND THE LAW OF SUPPLY 

1. Introduction. " In the previous chapter we studied some- 
thing about the nature and functions of markets. Value is deter- 
mined by the interaction of two sets of forces, i.e,, Supply and 
Demand. The equilibrium between these forces takes place in the 
market. We have already seen in the Department of Consumption 
how demand arises and how market demand can be expressed in 
the form of a demand schedule and a demand-curve. The demand 
schedule and the demand curve we have seen illustrate what is 
called the Law of Demand. 

Corresponding to the Law of Demand there is a law working 
on the side of supply which is called the Law of Supply. Before 
we can understand how equilibrium of supply and demand takes 
place we must know something about supply and the Law of Supply, 

For the purpose of studying market price we need not make 
any reference to the,forces behind supply especially of reproducible 
commodities. Market price is the price that tends to prevail in a 
market on a particular day. The time 'is so short that production 
has little influence on the supply, rather the stock of the commodity 
under consideration, But we must explain these terms. 

2.1 Sujfkplyand Stock. Supply mean's the amount offered for 
sale at a given price, just as demand means the amount purchased at 
a given price. Supply should be carefully distinguished from Stock, 
Stock is the total volume of a commodity which, can be brought into the 
market for sale at a short ngtice. For some commodities the stock 
and the supply may be pi^actically the same. These are the com- 
modities which must be sold within a short period whether the 
price is high or low. Perishable commodities like fish and melons 
are of this kind. Other commodities can be held back if prices are 
not favourable to the sellers, e. g., toys, cloth, etc. Here supply 
may only be a small portion of the stock available. If the price is 
high, larger quantities are offered by the sellers from their stock,- 
If the price is low, only stnall , quantities are brought out for sale. 

3, The Law of Supply. This brings us to the Law of Supply. 
Just as there is ^ Law., of Demand, there is also a law that 
governs supply. It may be stated thus : — 

‘Other things remaining the same, as the price of a commodity rises 
its supply is extended, and as'the price falls, its supply is ^ contracted' 
Note here that this is just opposite of what happens to demand. 
Thus when price rises, while' supply is extended, demand is contract- 
ed, and when price fallst supply is contracted and demand is extend- 
ed. This is because higher prices are favourable to sellers and lorrer 
prices to buyers. ‘ ^ i. * ' ' • • 
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4. The Supply Schedule- Corresponding to the demand sche- 
dule already explained in the chapter on Demand, we can construct 
an individual’s supply schedule and by totalling up the amount sup- 
phed at various prices by all the sellers in a market, we can obtain 
the supply schedule of the market. 

Let us suppose the commodity is apples as before and that the 
following is the (market) supply schedule of apples. 

Price per doz. Quantity supplied 

Rs. in dozens. 


7 

6 

6 

4 

3 


40 

33 

29 

26 


2 16 
1 - 10 
It will be seen that when the price is as high as Rs.7 per dozen 
as many as 40 dozen apples are offered for sale. As the price falls, 
the amount supplied also falls. When the price is as low, as Re, 1 a 
dozen, only 10, dozens of apples are offered for sale. This means that 
as price falls supply is contracted, and as price rises, supply is extend- 
ed. This is the Law of Supply corresponding to the Law of Demand 
studied under Consumption. i 


5- Supply Curve. The supply schedule given above can be 
represented m the form of a curve, called the Supply Curve, which 
corresponds to the Demand Curve already noted. 

Quantities supplied are 
measured along OX, and 
prices along OY. SS' is 
the supply curve. If from 
any point P on the supply 
curve, PM is drawn per- 
pendicular to OX and PO' 
to OY, then at PM (=0'0) 
price, PO' (=OM) quanti- 
ty wdl be supplied. 

It should be ‘noted 
X that the supply curve 
slopes from right to left. 
Quantities sipphedax cozens contrasted with the de- 
mand curve, which slopes from left to right. The reason is that 
when price falls demand is extended, supply is contracted and con- 
versely when price rises, demand is contracted, supply is extended, 

6._ Elasticity of Supply. Just as there is the concept of the 
elasticity of demand « also the idea of the elasticity of supply. 

When a, small fall in price leads to a great contraction in supply, the 
supply is comparatively elastic ; when a big fall in pric** leads to a 
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very small contraction in supply, the) 'supply. is said.to be compara- 
tively inelastic, Similarly as regards a rise in price the converse is 
true. A small rise in price leading to' a big expansion in supply 
shows elastic supply and a big rise in price leading to 'a small exten- 
sion in supply indicates inelastic supply. 

The following curves illustrate the degrees of elasticity of supply: 

In the case A, supply 
is inelastic. Price- falls 
from 00" to 00', sup- 
ply extends from OM 
to OM'. A large fall 
in price (0"0'), leads 
to a small increase in 
supply (MM'). • , 

In the case B, supply 
is elastic. A small fall in 
price (0"p') leads to a 
liig extension of supply 

(MM'), ' , ■ . , 

7. . Rise and Fall in Supply. As there can be a 
in demand already rioted, there can also be a rise and 



Elastic 


supply 


rise and faU 
fall, in supply. 
Supply rises -when at the same 
price more is offered for sale, and ■ 
falls, -when at the same price less is 
offered for sale. This is illustrated . 
^by the accompanying diagram , 

IfSS is the supply curve before 
the change, S'i3" shows a fall in sup- 
ply because at the same price 0 K 
(=P'M') less is off'ered for sale (OM' 
instead of OM). S"S" shows a rise in ' 
supply , because at the same price 
OK (=B"M*) more is offered for sale (OM" instead of OM). 

8i Causes of Changes in Supply. We have studied in chapter 
on Demand, the causes of changes in Demand. We shall study here 
the causes of changes in supply. The rise and fall in supply - may' 
take place on account of a number of factors. 



In the first place, cost of production of a commodity may rise 
due to increase in the price of the various factors of production, like 
raw materials and intermediate products, used in its production. 
This -will result in a fall in supply. Conversly, a fall in the prices of 
such factors will lead to greater production and consequent rise ^ in 
.-supply. .“During 1936 and 1937,” says Benham, ‘5 the rise in the 
prices of timber, steel and other materials changed the conditions of 
supply of such goods as houses, ships and motor-cars.” p' 

Secondly, as regards agricultural commodities bitter rainfall,, 
improvement in irrigation, more supply of manure and better 
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methods of production naturally' would increase' supply and failure 
of rains, floods, fires, dust-storms, earthquakes sic. will decrease supply. 
In India the supplj^ of food grainsdepends to a large extepb, on sea- 
sonable rainfall. Increase in the area under agricultural products 
also would increase their supply. This happened iu' Russia, Austr- 
alia, Canada, and America during the inter-war- period. , . . 

Thirdly, the cost of .production of commodities may also = he 
influenced through improvement in technique^ better organisation of 
production and marketing. This will increase supply. On' the other 
hand, higher taxation imposed on the output of the commodity; or 
its factors of production will decrease supply.'' 

Fourthly, Improvement in the means of commnnioaiirm- and trans- 
port may increase supply of particular commodities if imports from 
foreign countries are encouraged and may reduce if exports are 
encouraged thereby. 

Fifthly, Political disturbances like a war may disorganise or 
divert channels of trade and thus create scarcity of certain kinds 
of goods. The Bengal Famine of 1943 was mainly due to cutting of 
the supply of rice from Burma. Scarcity of cloth in India nowadays 
is the result of difficulties of importation . and disorganisation of 
.normal trade channels by controls, strikes, transport difficulties, etc. ' 

Sixthly, supply may be consciously decreased by agreement among 
producers. Part of the supply maybe destroyed in order to raise, 
prices. During the great depression the production of rubber, tea 
hnd some other products was restricted through international agree- 
ments among the producers. Coffee was thrown into the sea in 
Brazil or burnt. ' . . 

Finally, taxation on outputj' sales, imports, etc., also affect 
supply. By levying high import duties a government may restrict 
supply of a foreign commodity to encourage its production at home. 
Government may restrict production of certain articles fpr reasons of 
health (e.y , opium in India). ' - 

9. Factors Affecting Both Demand ' and Supply. We have 
studied factors which - affect demand alone or supply alone, j But 
there.-are factors which affect both demand and supply simultaneously. 

(i) Change in the amount of money. When there is inflation, 
there is an increase in money incomes. Demand increases. But supply 
also is affected. Production will incomes to take advantage of the ■ 
rise itrprices. Costs of production also 'increase when . there >. is an 
increase in money incomes because incomes of the factors constitute 
costs to the entrepreneur. What a wage-earner receives is income 
from his point of view but cost from, entrepreneur’s point of view. 
When there is decrease in the amount of money or deflation, prices 
fall which stimulate demand but restrict supply. ' 

(ii) Improvement in technique. When there is an improvement 
in technique, value of production increases and supply is in- 
creeased. Things become cheap and consequently real income in- 
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1. Equilibrium. Equilibrium means a state of balance. When 
forces acting in opposite directions are exactly equal, the object on 
which they are acting is said to be in a state of equilibrium. Tie 
a chord to a piece of stone and dangle it in the air. After oscillating 
from side to side the stone will come to rest if no further dis- 
turbance is caused. The stone is then in a state of equilibrium. 
This particular type of equilibrium is called stable equilibrium, for 
the object con<»med after having been disturbed tends to resume 
its original position. 


Balance a rather thick stick with the flat end on the ground in 
a vertical fashion. Disturb this balance and the stick will fall flat. 
It will not tend to regain the original position of its own accord. The 
stick was in a state of unstable equilibrium. 


For stable equilibrium it is not necessary that the object should 
attain balance. If there is constant disturbance it may not come 
to rest, l&e the pendulum of a clock. But It always tends to come 
to its original position of rest. If undisturbed it would succeed in 
doing so ; it is thus in a state of equilibrium. 


UK,.; of Supply and Demand. The idea of equi- 

librium has been applied to supply and demand. These are two sets 
of forces tending in the opposite directions. Larger supply tends 
demand tends to raise price. When the 
? , ® ® forces is equal in the opposite directions they 

tend to maintain a certam price which is called the equilibrium 


The table given below combines the supply and demand 
noted and shows how equilibrium takes place he- 

vVr 661X ull050 tiWft RP^Q rtf j ^ ^ 

J-iie commodity taken is apples : 


Price per dozen 

. 7 

6 
6 
4 
8 


Quantity demanded 
4 
7 

'12 
15 
23 


Quantity supplied. 
40 
33 
29 
26 
23 


f 29 16 

^ 38 10 

supp&Tand 3 per dozen 23 dozens t 

tif r dozens are demanded, the supply is equal to demai 
R8.3. therefore, is the equilibrium -price. Any disturbanceTf tl 
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3. Market Price. Marhfl 3 >ricc i> the. price. xcUdi tende to 
prevail in a market on auij particular day. It in the rcatilt of the 
temporary equilibrium between eupply and demand for that parti- 
cular day. Market price is influenced by changes in supply and 
demand on a particular day. Tbeso infiucncea ore temporary and 
short-lived. The next day, naj' the no-xt hour, demand and or 
supply may bo different. Market price is thus tho outcome of pass- 
ing events and forces whioh arc transient. Such forces or influcDoes 
vary from day to day and from hour to hour. Hence market price 
lluotualcs from day to day and from hour to hour, it represents 
very temporary equilibrium of demand and supply at tbo moment. 
Suppose there is a cattle fair. Tbo supply of mdlt is considerably 
increased for tho^o da 3 'B. On account of this additional supply, 
'^'prico of milk will como down. There will bo a new equilibrium at 
a lower level. Tho price will be low enough to carrv- the entire 
supply of milk. But this equilibrium will be temporary. When 
the cattle fair is over old equilibrium will tend to bo restored. Now 
in the month of sharadht, there is very great demand for miik nud 
price of milk will go up. There will bo an equilibrium at the higher 
level. The price trill bo high enough to restrict less urgent demand 
BO that o-xisling supplj' is equated to demand. But wlien rharadhs 
are over, old price will tend to return. Market price thus represents 
a changing equilibrium. 

Tho time is so short that supply can only come out of tho stock 
that is already in tho market, or that can bo brought at a short * 
notice, or is *ia sight’. When tho period is very short (a da}') stock 
is practically fixed. Tho question of its incrcaso by further produc- 
tion, therefore, does notarieo. The cost of production, therefore, 
has only an indirect iuQucnco on price. If tho commodity 
cannot last for more than a day (fish for instance), i.e., is perishable, 
tho cost of production has practically no inlluenco on price. Tho 
whole amount has to bo sold and it will bo sold at a price which 
measures tho marginal utility of tho consumers (taken in tho aggre- 
gate) for the amount. 


4. When the Commodity is Perishable.^ An example will 
make this clear. Suppose a porisbablo commodity, like fish, is 
brought to a market on a partioular day, to tho amount ol 100 seers. 
At what price this 100 seers of fish will sell ? As tho commodity is 
perishable tho whole of it must bo soldduring tbo same day. Wo 
assume that the sellers of fish have no demand for fish them- 
selves. There will^ bo some fish consumerSj who will bo willing to . 
pay^ perhaps a price of Rs. 6 per seer rather than go without fish. 
Their marginal utility for fish is very high, and is mesaured by 
Rs. 5, At th\8 prico, perhaps, five seers of fish will be sold. Similarly, 
there will _ bo coMumers who are willing to pay lower prices accord- 
ing to their marginal utilities. Lot us make a demand schedule of 
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this market. It will bo something like this : — 


Prices per 

Quantity 

eecr 

demanded 

Bs. 

socrE 

6-0-0 

r, 

4-0-0 

7 

3-0.0 

12 

2-0-0 

20 

1-0-0 

40 

0-8-0 

60 

0-4-0 

80 

0-3-0 

100 

0-1-0 

150 

Tho prico ultimately settled will bo annas 3 por .“ccr, because 


at this price the whole of the fish can bo sold. Those oonsnraera 
whoso marginal utility of Ash fa mensured by ntinas 3 will be the 
marginal consumers, and they niuat be attractc<l if the whole fish 
has to bo sold. But as in a perfect market there can be only one 
jirico for the earao commodity, ovorybody will pay annas 3 far a 
seor of fish, even tho rich man who was willing to pa}’ Rs. 6 per seer. 
Ho , will got a 
consumor’a surplus ^ 
of Ks. 4-13*0. 

Tho acoom- 
panying diagram jt: 
illustrates how tho 
market price* of 
fish will ho detor* 
miuod. 

Measure 
quantity along OX 
and price along OX. 

Sinco the supply is 
fixed tho supply 
curve SM will bo 
parallel to OY. 

Lot tho point 0 <o m » « so 
of intorsootion of tho supply and tho demand curves ho called P. 
Then PM will bo the market price at which 100 seers of fish will bo 
sold. PM=3as, 3. 

. 5. When tho Commodity is Non-Pcrishahle* If tho com- 
modity is not perishable, it can bo stored if tho sellers ospeot bettor 
prices in tho future. In that case, tho amount offered for sale will 
not . bo fixed. It will vary with price. Suppose the commodity is 
thys.' ■ Taking the 'same figures for demand, wo could have also a 
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supply schedule for toys. If the price is very high (say Rs. 5 ), 
perhaps the whole stock will be offered for sale, but as the price 
falls some sellers would rather wait for the next day, or would 
rather keep the toys for their own children. In that easel the 
marginal utility of the sellers for “the toys will be the minimum 
below which they will not accept any .offer. Thus 


Price 

Amount 


per toy 

. demanded 

supplied 

annas 

80 

toys 

6 

toys 

100 

64 

7 

90 

48 

12 ‘ 

SO 

32 

20 

70 

16 

40 

65 ' 

~ 

60 

60 

4 

80 

40 

3 ' ^ 

100 

20 


160 

10 


After haggling 
at 8 as. per toy. 

This price is higher 
than the price at 
which fish was sold 
because the sellers 
of toys can wait. 
Owners of 40 toys 
have refused to sell 
at this price. They 
would rather wait 
for better times, or 
some of them would 
rather use the toys 
for their own ohiI« 
dren’s benefit than 
accept a low priep. 

Annas 8 is a 
price which is the 
result of the equilibrium 


and bargaining the price) will tend to be fixed 



•VO 'SO 59 

Amount 


particular day irtW demand, on that 

above shows^’how tbff curve given 

toys. equilibrium price is reached in the case of 


along measured along OY and amount (in units) 

R iB the Demand Curve as before, 

price, PMsxas, 8. " thus is the equilibrium 
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6. Price of Irreproducible CoiBXacdities. So far we have 
aesnmed that the commodity conceraed whether periBhaUe or dar- 
able can he reproduced. How is the market price of commodities 
that cannot be reproduced, determined ? Such commodities may be 
pictures by old masters, unique diamonds, old manuscripts, etc. In 
principle there is very little difference in these cases and the cases 
copsidered above. The stock of suoh commodities, is fixed. The 
^ seller, however, can wait. Ultimately the price will be determined 
by the marginal utility of consumers. The lo west limit of price 
will be determined by the marginal utility of the seller himself. 
The highest limit, if there is only one unit- to he sold, will 
be determined, by the highest offer among the purchasers. ‘ If there 
•. are a number of units of the same commodity and they are all oh 
sale at the same time, price will be decided by the marginal utility 
of the consumers taken in the aggregate. Such a price will have no 
relation- to the cost of production of the commodity. The question 
of cost of reproduction does not arise since the commodity cannot 
be reproduced. Marginal utility is supreme here, whether the period 
is short or long. 

Such cases differ from the case of reproduoiblo commodities in 
the fact that in the latter case the marginal cost of production ulti- 
mately sets limits to the increase of supply. Unless cost is met re- 
producible commodities cease to be produced. This, however, is the 
^ problem of normal price as against mqrket price. We shall consider 
it in the chapter after the next one. 
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THE CONCEPT OF COSTS OF PRODUCTION 


3 

1. Normal Price, In the last chapter we were concerned with 
market valne. We studied the various forces that determine price 
in the market on any particular day. Market price may fluctuate 
violently due to sudden change either on the side of supply or de- 
mand.^ A big arrival of fish may depress its price in a particular 
market. A sudden heat wave may raise the price of ice. These 
prices are, however, temporary influences and cause temporary ^s- 
turbances in the market value. In the absence of such disturbing 
causes the price tends to come hack to a certain level. This level 
itself may not he a fixed point for all times. But if the methods 
and scale of production remain on the whole constant, this level 

1 may he taken as a fixed ^anchor around which, in its day-to-^ay 
i movements, market price fluctuates. Adam Smith called this level 
I as “ natural ” price and Marshall has called it “ normal ” price. 
I’iTn the words of Marshall, ‘Normal’ or ‘Natural’ value of a commodity 
' 'is that which economic fdrces would tend to bring about in the 
j ilong run. It is the average value which economic forces would 
* 'bring about if the general conditions of life were stationary for a run 
> of time long enough to enable them all to work out their full 
‘ \effect,” In this chapter we shall be concerned with the study of in- 
fluences which determine this level. 

It should be obvious that the question of normal price^ arises 
only in the case of reproducible commodities. Commodities the 
stock of which cannot be increased have no long-period price problem. 
They sell according to the marginal utility of the consumers for the 
quantities ofiered for sale. In the case of reproducible commodities 
if the demand price is attractive enough it pays producers to under- 
take farther production, whether they will or will not depend upon 
the cost of production in relation to the prevailing or expected 
price. 

2. Distinction Between Market Price and Normal Price- 

Market price and normal price differ in the following respects : — 

(1) Market price is the price which actually prevails at a parti- 
cular moment as the result of the temporary equilibrium of forces of 
demand and supply at the moment. ' ■ 

Normal price, on the other hand, is never actually the price ; it 
is one which is only likely to be the price in the long run and when 
that time cornes, the actual price will bo called the market price and 

some other price will be expected to prevail in the long run; tha 
price becomes the normal price.- 

^ (2) Market price is the result of temporary causes and passing 
events, whereas normal price is influenced bj permanent and per- 
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eisfcenfc causes, for iu the loag tua temporary causes disappear or 
neutralise one another. 

' (3) Marhet price fluctuates from day to day, even from hour to 
hour. But normal price, under given conditions, remains a sort of 
fixed standard. It does not change daily or hourly. It is the oentte 
round which the market price oscillates or the level to which it 
tends to return after having departed from it temporarily. 

(4) All commodities can have a market price, i. e,, the price’ 
at which things are actually bought or sold but only reproducible 
commodities ,can have normal price, i. e., what price is expected to 
prevail in the long run. If the things cannot be produced at all, 
there is no sense in speaking of their normal price which is influenced 
by the cost of production, for these things have no cost of produc- 
tion. They simply cannot be produced. 

.. Normal prioe depends upon cost of production to the study of 
which we no'tv turn, , ' 

3. What is Cost of Production. There is considerable confu- 
sion about tlie definition of this term. One distinction is between 
(i) Nominal or money cost or expenses of production as incurred 
by the entrepreneur for the production of a commodity ; and (ii) 
the real cost of production. This latter has been variously interpret- 
ed. Adam Smith regarded pains ’ and sacrifices of labour as real 
cost. Marshall includes under it “real cost of efforts of' various, 
qualities” and “ real cost of waiting.”^ This is called the social 
cost by Marshall, (iti) The Austrian School of Economists and their 
followers have given a now concept of real costs. According to 
'them the real cost of production of a given commodity is the next 
best alternative sa’ifificed in order to obtain that commodity. We shall 
consider this concept in greater details in a subsequent chapter 

For the moment we shall u'>e the word cost of production in the 
sense of money cost or expenses of production. This is the point of 
view of the entrepreneur. Whatever is the nature of the real cost 
the employer thinks in terms of money costs. He continues to pro- 
duce only- as long as he can recover his expenses of production, in- 
cluding normal profits, necessary to keep him in business as an 
entrepreneur. To start with, therefore, we shall analj'se the 
entrepreneur's cost of production and then see in what manner such 
costs influence prices. Later on we shall go after those monetary 
expenses to more fundamental forces 'determining value. 

, The entrepreneur’s . cost of production includes the following ele- 
ments- : (t’l Wages of labour ; (ti) interest on capital ; (tit) rent or 
royalties paid to owners of land or other property used ; (it>) cost of 
raw materials ; (w) replacement and repairing charges of ^machinery; 
and (t?i) profits of the manufacturer sufficient to induce him to carry- 
on the production of the commodity under consideration, 

1. iinrshall — Principlo-i of Koonomica (Slh Ed.) p. 350, 

2, For datails B90 Moado : Economic Anolyais sod Folicy pp. 2-5. 
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4. Prime and Supplementary Cost. The cost of production of 
the entrepreneur may be analysed from another point of view. -Some 
costs vary more or less 'proportionately with the output while others are 
fixed and do not vary with the output in the came way. The former are 
hnoum os prime costs and the latter as supplementary costs of produc- 
tion, Take the case of a sugar factor}'. Some of its costs are 
constant whether the output of sugar is say 15,000 maunds or 1,600 
maunds a year. The rent of the factory building, interest on capital 
invested in machinery and salaries of the permanently employed _ 
staff must be paid, whether the output to be produced is large or 
small, even if the factory is not working for, a time. Such costs are 
called the supplementary costs of production. Costs of casual or 
daily labour etaployed are only incurred when the factory is at work 
and roughly only in proportion to output. Such are the prime costs 
of production. The distinction between Prime (Variable) and Sup- 
plcmentry (Constant) costs applies only to a short period.. Nothing 
can remain fixed for a long time. In the long run, the staff would 
change; amount of capital invested would be different, the dimen- 
sions of the factory too will change and so on. Hence “in the ve^ 
long nm, all costs are variable or prime.”^ 

\ 

In the long run both the prime and the supplementary costs of pro- 
duction have to be met out of the sale proceeds of the comm^ity prefaced, 
sugar in our example. But in some cases the actual price charged 
may be such as to meet only the prime costs and a very small por* 
tion of the supplementary costs of production. In such cases 
the price is below the total cost of production. Such occasiona are 
given below. 

5, When Price May be Lower Than the Costs of Production. 

(1) During a trade depression price may fall so low that a producer is 
unable to meet his cost of prodnetion. He has two alternatives in 
such a case. Either he should stop production altogether and wait 
for the time when condition of the market is more favourable. But 
he might lose altogether his hold on the market if he adopts this 
course. The second alternative is to go on producing his commodity 
so long as he can meet the prime costs an'd a small portion of his 
snpplementarj' costs, however small. If he stops production he will 
have to incur his supplementry costs in any case. It will be to his 
.idvantsge, therefore (unless be wants to'retire from business alto- 
gether), to adopt the second alternative. This course, however,' can 
be followed only on the assumption that depression will not last too 
long. . _ ' , ■ , 

- (2 ) In the case of fixed and specialised capital being used in a 

■usmess it may pay the producer to continue with his old capital, 
even . if he does not recover his total hosts of production. This is so 
leeause if he sells out his old • fixed capital and installs more up-to- 


1 . Sosham — Economics, 1940 , p. 181 . 
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date machinery his loss on the old capital may not be covered by 
increased profits from the new capital. 

(3) Dumping. It may pay a producer to produce on a very 
large scale in ordfer to reduce his costs of production, sell a part of 
it in the home market at usual prices, while selling the surplus in 
foreign markets below the cost of production. This is called dump- 
ing, What the producer loses abroad, he gains by charging higher 
prices at home. But since cost? of production for the higher 
amount is very much less he is able to earn profits at home even at 
moderate prices. 

(4) Foreign Gompetifion. \ A producer may charge prices below 
his cost of production in order to kill foreign competition. After 
such competition has disappeared he raises his price again and thus 
covers earlier losses. 

These are, however, all temporary contingencies. Ultimately 
the price must be high enough to cover the cost of production of the 
commodity concerned including both th!e • prime and the supple- 
mentary costs. ' ^ 

There are all sorts of producing units supplying the same market, 
whose cost of production must be covered. Presumably^they are 
not all producing at the same cost of production. Further, even 
the same producing unit or firm does not produce all the units of 
production at the same cost. Cost of production of which unit should 
be covered by the price ? Price in the long run must cover the margi- 
nal cost of production. Let us now consider this. 

6. Marginal Cost of Production. The term marginal cost 
often causes confusion, in the minds of students of Economics and 
requires a careful understanding. Marginal cost of production may 
mean : , 

(i) Cost of production per unit of the marginal firm ; or ^ 

. (ii) Cost of production per unil oi the marginal output. i 

* Let us explain these two meanings. 

(i) Marginal firm is the least efficient of ail existing firms , its 
ex penses of nroduct ion„ateJ.heJiighaatj)erui.nlt, and it is just able, 
to keep^ts head •''above water. If the price in the market were to 
fall but slightly, it will go under, because at the prevailing price it 
is just remunerated for its expenses of production, earning no extra- 
ordinary profit but just the nor.nal average profit. If there are 
three cycle manufacturers A, B, 0, serving'the market and have 
their cost of production per cycle respectively, as Rs. 125, Rs. 14Q 
and Rs. 150, then G, with its highest coat Rs. 150, is the Marginal 
Firm. / 

Marginal cost of production, in one sense, means the cost of produc- 
tion p^r unit of the marginal firm like the one described above. 

-But the marginal firm may not always be one working under 
ths least advantageous conditions. The essential point about the 
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4. Prime and Supplementary Cost. The cost of production of 
the entrepreneur may be analysed from another^point of view. Some 
costs vary more or less proportionately tenth the output while others are 
jiZd and do not vary with the output iri the same way. The former are 
known as prime costs and the latter as supplementary costs of produc- 
tion. Take the case of a sugar factory. Some of its costs are 
constant whether the output of sugar is say 15,000 maunds or 1,500 
maunds a year. The rent of the factory building, interest on capital 
invested in machinery and salaries of the permanently employed 
staff must be paid, whether the output to be produced is large or 
small, even if the factory is not working for, a time. Such costs are 
called the supplementary coats of production. Costs of casual or 
daily labour employed are only incurred when the factory, is at work 
and'roughly only in proportion to output. Such are the prime costs 
of production. The distinction between Prime (Variable) and Sup- 
plementiy (Constant) costs applies only to a short period... Nothing 
can remain fised for a long time. In the long run, the staff would 
change; amount of capital invested would be different, the dimen- 
sions of the factory too will change and so on. Hence "in the very 
long run, all costa are variable or prime.”^ 

» 

In the long run both the prime and the supplementary costs of pro- 
duction have to be met out of the sale proceeds of the commodity prt^uced, 
sugar in our example. But in some cases the actual price charged 
may be such as to meet only the prime costs and a very small por- 
tion of the supplementary costs of production. In such cases 
the price is below the total cost of production. Such occasions are 
given below. 

5. When Price May be Lower Than the Costs of Production. 

(1) Daring a trade depression price may fall so low that a producer is 
unable to meet his cost of production. He has two alternatives in 
such a case. Either he should stop production altogether and wait 
for the time when condition of the market is more favourable. But 
ho might lose altogether his hold on the market if he adopts this 
course. The second alternative is to go on producing his commodity 
so long as he can meet the prime costs and a smaU portion of his 
supplementary costs, however small. If he stops production he will 
have to incur bis supplementry costs in any case. It will be to his 
"advantage, therefore (unless he wants toiretire from business alto- 
giHier), to adopt the second alternative. This course, however,' can 
be followed only on the assumption that depression will not last too 
long. 

("2 ) In the ease of fixed and specialised capital being used in a 
business it may pay the producer to continue with bis old capital, 
even ‘if he does not recover his total Costs of production. This is so 
because if he sells out bis old fixed capital and installs more up-to-' 


1. Bonham — Economics, I9'lo, p. 181 . - • 
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date machinery his loss on the old capital may not be covered by 
increased profits from the new capital. 

(3) Dumping. It may pay' a producer to produce on a very 
large scale in ordfer to reduce his costs of production, sell a part of 
it in the home market at usual prices, while selling the surplus in 
foreign markets below the cost of production. This is called dump- 
ing. What the producer lo^s abroad, he gains by charging highei' 
prices at home. But since cos^ of production for the higher 
amount is very much leas he is able to earn profits at home even at 
moderate prices. 

(4) Foreign Competition. \ A producer may charge prices below 
his cost of production in order to kill foreign competition. After 
such competition has disappeared he raises his price again and thus 
covers earlier losses. 

These are, however, all temporary contingencies. Ultimately 
the price must be high enough to caver the coat of production of the 
commodity concerned including both the - prime and the supple- 
mentary costs. 

There are all sorts of producing units supplying the same market, 
whose cost of production must be covered. Presumably-they are 
not all producing at the same cost of production. Further, even 
the same producing unit or firm does not produce all the units of 
production at the same cost. Coal of production of which unit should 
be covered by the price ? Price in the long run must cover the margi- 
nal cost of production. Let us now consider this. 

6. Marginal Cost of Production. The term marginal cost 
often causes confusion in the minds of students of Economics and 
requires a careful understanding. Marginal cost of production may 
mean : 

(t) Cost of production per unit of the marginal firm ; or ^ 

. (ii) Cost of production per nnii of the marginal output . 

' Let us explain these two meanings. 

(i) Marginal fir\n is the least efficient of all existing firms , its 
ex penses of productio n„areJhe_high&at.per-unit. audit is just able, 
to keep its head ‘^above water. If the price in the market were to 
fall but slightly, it will go under, because at the prevailing price it 
is just remunerated for its expenses of production, earning no extra- 
ordinary profit but just the normal average profit. If there are 
three cycle manufacturers A, B, C, serving'the market and have 
their cost of production per cycle respectively, as Rs, 125, Rs. 14C| 
and Rs, 150, then C, with its highest cost Rs. 160, is the Marginal 
Firm. j 

Marginal cost of production, in one sense, means the coat of produc - , 
tion p^r unit of the marginal firm like the one described above. 

-But the marginal firm may not always be one working under 
' ths least advantageous conditions. The essential point about the 
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marsin is the relation between the price and the output. When 
the price falls output will have to be decreased. Some firm may 

think it worth whUe to divert its labour and eain tal to some other 

industries. This will be marginal firm but is it sure that it will be 
the least efficient one? Rather it may be the one manage 1 by 
cuperior entrepreneur who, looking more clearly than others at the 
signs of the time, may decide to quit. The firm which is on the 
margin of doubt whether to contippe or quit is the marginal firm'."' 

The traditional view of the marginal firm presupposes the 
existence of firms of varying efficiency. But the margin will 
be still there even if all firms were of the same efficiency. In i-ase oi 
contraction of supply, the output lost will be the marginal output. 
ItTnay not be of any particular firm but distributed by agreement 
among all firms. 

(it) Marginal output. As a business expands and increases its 
output the Law of Diminishing Returns may operate and costs [may 
rise. But the entrepreneur will go on increasing, successively, his 
output till the extra income that he gets is equal to the extra expense 
that he incurs. The last addition to the output is called the marginal 
output. Tht cost of production per unit of the marginal output is the 
second sense in which the term marginal cost of production is -used. If 
a farmer is intensively cultivating his land he may raise the first 
100 mds. of wheat at Rs. 3 per md., 2Dd unit of 100 mds. at Es. 5 
and the third at Rs. 7 per md. which is the cost per unit of the mar- 
ginal output (» e., the Last 100 mds. of wheat raised). This is the mar- 
ginal cost of production. Marginal cost of production has also been 
defined as the addition to the variable cost associated with a small 
increase in output.^ 

It will be clear that the fixed or supplementary costs do not 
form part of the marginal cost in the short period. They have to bo 
paid out whatever the output. They do not vary with the output. 
A producer will go on producing more till the price is greater than 
the additional (i.e., marginal) cost of producing another unit. But 
longer the period the greater will be the number of cost items out of 
the supplementary list which must form part of the marginal cost. 

7. Importance of the Margin. The concept of the margin, 
however, has a very great importance in economic theory. Its 
importance lies in that ‘it is only at the margin that any of those 
shiftings can occur by which the changed lelations of demand and 
supply manifest themselves. It is at the margin that business 
failures and bankruptcies occur and financial ruins are registered, 
and it is at the margin again that new firms and enterprises take 

their rise. Substitution also takes place at the margin Decisions 

as to the distribution of means between gratification of different 
wants’ in premitive society, the distribution of income among 
alternative objects ^ of ^ consumption in a money economy 
and also the distribution of money as between present 
and future uses are all taken at the margin.’ In the words 
ofWicksteed, “ everywhere hath she (margin) sway ; there is her 
n Benhnm — ^Ei-onomics, 1343, p. 224. ~ ^ 
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iTTiperial throne. It is there that the direction of human efforts is 
put bo economic tests and thence that sign ds are flashed bade' all 
alofig the line, stimulating and ciiecldng tiio distribution of resources 
at every point of division." The concept of the margin is of special ' 
importance in relation to output. It is the detertniaing factor in 
^.ring the size of the output. In deciding how much to produce ' the 
producer does not consider the average cost of production but the 
marginal cost of production. It is more important for him to con- 
sider how much more he wUl have to spend if he increases the output 
and ho will compare this additional expense with tl o anticipated 
additional income from that extra output. The rule which wili 
guide him is the equating of the marginal cists with marginal 
revenue or the price. Every firm producing under competition, 
will have the same marginal cost because price is the same for all. 
The inefficient firms will stop producing earlier, for .their marginal 
cost will soon overtake price whereas the efficient ones will have a 
larger output and then their marginal cost will come up to the price. 
Temporarilj', however, in the circumstances mentioned above, a firm 
may produce even if the price is less than the marginal cost. The 
entrepreneur is prepared to suffer a loss in tlie hope of better days 
when price will rise and ho may be able to maUe good the loss, 

> 8. The Optimum Firm. The optimum firm is a firm which 
has the most efficient conMnalion of the various factors of production. 
From the point, of view of the entrepreneur it produces at the 
minimum average cost per unit. Its size is such that a little en- 
largement or a litf,l6 curtailment would tend to lower its eflicienoy 
or, in other words, increase the cost per unit. Under perfect com- 
petition every firm tries to attain the optimum size because such a 
size yields maximum profits to the entrepreneur. 

It should be remembered that the optimum is not a fixed point. 
Like the optimum size of the population it is a relative not an abso- 
lute concept. It may be difl'ereat with different sots of resources, 
changing with every modification in one or more of such factors. 
Improvements in technique, in the art of marketing, ’better facilities 
for acquisition of capital may increase tiio size of the optimum unit. 
Any difficulties in commanding one or more types of resources, on 
the other hand, may make the o])timum move in the reverse direction. 

Wo have seen above that under competition every producer 
tends to expand his output up to the point at which his margint^ 
cost equals Ihe'pricc. The volume of output thus produced is called 
the optimum output, because it yields maximum promts to the pro- 
ducer. Under condition* of perfect competition, therefore, every firm 
tries to achieve the - optimum size by producing the optimum 
output. But this does not mean that it actually achieves this size. 
The degree of its afiproach to the optimum size will depend upon 
the nature of its business. An optimum size with respect to one 
set of resources may not bo the optimum with respect to others. 
For instance, from the point of view of direotion a bigger size may 
be the most efficient, but from the point of view of the teohniquo 
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of production a Bmaller si/o may yield best results. To meet this 
difficulty sometimes several complete units of production nro put 
under one direction. In the oiipositc case several indonondently 
directed units may contribute (o the production of a single commo- 
dity. For instance in the engineering industries the optimum from 
the point of view of tcchnologj’ is larger than from that of direction. 
Some intermediate processes nro in such cases handed ovcrito inde 
pendent firms of small size But the same business may subdivide 
and schedule its process at different places according to the cm- 
venicnccs of raw material and transport For instance, Morris 
Motors nro assembled from parts made by branches of the firm 
located at several places. 

9. Optimum Finn Versus Marshall’s Representative Firm. 
It has been claimed that the concept of the optimum firm is superior 
to that of Alarshall's Representative firm for c-vplanaticn of value. 
In ^ the words of Marshall the Representative Firm is a firm 
which " must be one which has had a fairly long life, and fair 
success, which is managed by a person with normal ability, and 
which has normal acccas to the economies, external and internal, 
which belong to that aggregate volume of production, account being 
taken of the class of goods produced, the conditions of marketing 
them and the economic onvironnicnl.”i Thus such a firm is •neither 
too well-managed nor too badly managed ; is neither very new nor 
very old ; and enjoys moderate economies of largo scale production. 
In a ^rord it represents its class ns a typical firm. It is the marginal 
cost of production of such a firm to which, according to 'Marshall, 
price approximates in the long run. Firms that cannot sell at such 
a price sooner or later have to clo'e down. Those which can just 
manage to sell at this price are marginal firms for such an industry. 
According to this view, therefore, normal price tends to equal the 
marginal cost of production of the average or Hepresentative Firm. 

More recent economic amlysie rejects Marshall’s concept. It is 
argued that tho concephon of the •'representative firm ’’like that of 
man” is too abslraa and static fojiave much 
n iJ^i! m being essentially dynamic, 

. .. ^ou*d ho impossible in practice to locate the represen- 

r,r industry. Lionel Robbins thinks that tho concept 

01 tbo Kepresentative Firm is unnecessary. Ho says : “There is no 
r ^ ^ representative firm, or a representative 

fir. A there is for us to assume a representative piece of 

land.^a representative machine, or a representative worker.’’* 
u lo opUmumfirm, on the other hand, it a concrete possibility : 
.... ® which consoiouB direction and the forces of con- 

Ei-n.* firms to attempt to approach, who wish to sur- 
vive m the struggle for existence.’’^ ^ ^ ’ 

Optimum Firm Average Cost Equals Marginal 
west. Vyhen a firm reaches the optimum size its marginal cost 

Its avmage cost become equalised. This is a mathematical 
lOTsm and can ho illustrated by a simple example. Suppose a 
postm an on his roundtof duty has a walking average of 15 miles a 

^oonomics, 8th Ed. p 317. 2 I. Robbina— “Ihs" 

l!<^ieMntatuo Firm Economic Journnl, Sept. 1928, p 393. 

3 Briggs and Jordan— Test Book of Economics, p 22^1. 
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day. If by. going round an additional day his average is reduced it 
means ho has done less than 15 miles that day , if it is increased he 
has done more than 15 miles and if he maintains the same average 
he has done exactly 15 miles on the additional day.. In the same 
way let us suppose the average cost per ' unit of a producer is 
16. If by producing another unit his average cost is reduced the addi- 
tional unit or tlie marginal units must-, have cost him more than 
Rs. 1.5. If the production of the additional unit raises his 
average CO- 1, the marginal unit must have cost him less than Rs. 15. 
And finally, if his average cost remains unchanged the marginal unit 
must have cost him exactly Rs. 16. In other words,' in the third 
case, his marginal cost and average cost are equal. Now the size , 
of a firm is optimum when its average cost has stopped falling and 
has not yet started to rise. In other words, when the marginal cost 
neither raises nor lowers the average cost 1x9 equal to tJie average cost) 
the firm is of optimum size. This is the same thing as to say that 
for the optimum firm the rnarginal cost is equal to the average cost. 

11'. Optimum Firm in Relation to Laws bf Return. We have 
seen above the fact that when a firm has reached its optimum size 
its marginal cost equals its average cost. Since its average cost 
remains constant its marginal cost is also constant. Thus to an 
optimum firm the Law of Constant Returns applies. It produces its 
additiona:! units at a uniform cost per unit whether conceived, as 
average costs or as marginal costs. 

If the size of the firm is smaller than the optimum, or in other 
words, if its expansion -leads, towards the optimum point, every, 
additional unit will be produced at a falling cost. Since the mar- 
ginal cost will, be falling its average cost also must tall. In other 
words such a firm will obey the law of Increasing Returns. 

If the size of the firm has passed the optimum size, in other 
words, if its expansion leads away from the optimum point, every 
additional unit will bo produced at a rising cost. Since the margin^ 
cost will be rising, its everage cost will also be rising. In other 
words, such a firm will be obeying the Law of Diminishing Returns. 

We have already seen in the Department of Production that the 
Law of Diminishing Returns is a matter of defective proportions of 
factors combined for production, if the -factors are combined in 
proper proportions the tendency to diminishing returns disappears. 
Under perfect competition factore are perfectly mobile, therefore, 
a combination tends to take place which givesethe , lowest cost per 
unit under the given conditions. The unit of production, in other 
words, tends to become of optimum size. In the actual world 
competition is not peifeot, hence iii spite, of all efforts the, best 
combination of factors may not be possible.. This may either be due 
to the difficulty of moving factors from one use to another or the 
fact of a high degree of scarcity of a particular factor, c. g., land, 
which cannot be increased. In such cases . the Law of Diminishing 
Returns is inevitable. ■ , 

The Law of Increasing . Returns may he due either because, to 
begin with, the size of the firm is too small and hence as the size 
gro^s economies of large scale production are available. . 'Or certain 
indivisible factor or equipruent is. being used" (expensive management. 
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expensive mnciiinery, etc.) nnd further units can be produced at a 
less than porportionatc increase in coHs. This applies to finns or 
inaustnes m which the .supplementary costs form a high proportion 
of the total costs. * ^ ^ ‘ \ 

Thus both the laws, that of Increasing and of Diminishing Re- 
urns, are the result of two Rote of circumstances (f) the matter of 

’■ the matter of sire. In many cases these 

circumstances are interdependent. Let us take a concrete example. 

efliniont a factory is installed to produce sugar with very 

uSed in niachinery. Suppose the machfnery is best 
the simnr maunds of sugar were produced in a year. Suppose 

If thewforo P^f^uced is, say, 10,000 maunds. 

ns well as ms^r • '” 1 '’ output is increased, average cost per unit 
machLfn- c.xpcnse^f the 
will ao on Iintirtf over a larger number of units. This 

i^ufds Un to t?V“ t-'io. optimum, i.e., 15,000 
The cost nor unit of Increasing Returns wUl apply. 

which wo have stUhfd Shere!''“'° economies of scale 

and avora^o^coft optimum size both marginal cost 

constant returns mnl become equal. For a time 

ofthe?a"ct^rwirJrt^Tsf?W*®ri*“^^^^^^^^ The ideal proportion 
too unSdv tf ‘f become ' 

deficient, etc ^ Once the nnn*’ raw materials may become 
equilibrium position snmi* been disturbed from their 

others. i^lTctors „.ilTn i “ 


Returns will set in Wn benco the Law of Diminishing 
has passed the ontimiim .yoithersay that the size of the firm 
therefore defective fo 

must bo decreased amni.n resulted. Either the size 

Bwirce factors must bo incre”std°soTb ? re-established ortho 
size is achieved If ,> jc optimum at a larger 

Diminishintr Returns win . possible to do either, the Law of 
happens that neither can r° world it frequently 

relatively less scarcls fnnfr. be increased nor can the 

This may be due to tlm 1 out of the firm or industry, 

scarcity of a factor lilcn of perfect competition or absolute 

S»S. 
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V‘.'\ CHAPTER XX 

lilE THEORY OF fJORMAL PRICE 

1. Introduction. In the last chapter we have explained what 
is meant by the cost of pioduction. We analysed such a cost in its 
component parts. We conceived of what is called the marginal cost 
of production and tried to explain the marginal cost with reference 
to the various conceptions of the producing unit or the firm, i.c., 
whether marginal, repre.sentative or optimum firm. Our next task 
is to study the relation between the marginal cost of production and 
' value. In what sense marginal costs may be said to determine normal 
price.? 

.2. Price in Relation to Marginal Cost. Wo have already 
seen that so far as any individual firm is concerned since its output 
forms an insignificant inoportion of the total output, it can expand 
its output without appreciably affecting price. Price, however, is 
afiected if a large number of firms increase or decrease their output 
or if new firms come into the industry or old firms move out of it. 
An individual firm, however, adjusts its output to the prevailing market 
price. It ^produces an amount for which its marginal cost of production 
is equal to the price. 

In the words of Benham, “ An increase in the output of a firm 
under perfect competition will not perceptibly reduce the price of 
its product. Its receipts will be increased by the full (present) 
selling price of the additional output. The marginal revenue from 
an extra unit will be the full price of that unit, so that the 
rule, that an entrepreneur will equate marginal cost and 
'nargihal 'revenue means that he will equate marginal cost and 
price. Every firm will, tend to produce that output for which' 
marginal cost equals price. Differences in efficiency between 
firms will show themselves . not in differences in marginal costs 
hut in differences in output.”^ 

When competition is perfect each firm tends to be of 
the optimurd size. The price that prevails in (he long run, therefore, 
m'list be high enough to cover the average coat of production of the 
optimum firm. We have seen, in! the previous chapter, that for. 
such a firm average cost is equal to the marginal coat. 



The forces of competition thus tend to establish a price whioh 
covers the cost of production (marginal-average) of the optimuna 
firm. If the market price rises above the average cost of the opti- 
mum' firm and stays there long enough, the firms in .the industry 
will be able to make higher profits by producing the output near 
their optimum output and selling it at a higher price. As a result 
new firms 'will be attracted to'the industry, the total output will in- 
crease and the price will fall to the level of the cost of the optiimim 
firm. In the opposite case if the market price falls below the cost 
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of the optimnm firm, no firm in the industry will bo able to 
corer its costs. Some firms would leave tlie industry, the total out- 
put will be reduced, until the price will rise to ii level high enough 
to cover the cost of production of the optimum firm. Vndff perfect 
rompi’Mion, thtrefore, lh‘> price offered for a comwod'iij letid/s to 
equal the nieraqe [and marginal) cost of produrhon oj the optimum 
film In the long period both prime and supplementary 
costs must be covered. But during the short period, prime 
costs are more important and fixed or supplementary costs do not 
enter marginal cost. Longer the period, the larger the number 
of items which will enter the marginal cost. 

In case of imperfect competition or monopoly, the price will 
exceed the maicinal costs He will not increase his output unless 
(he additional (marginal) cost is less than the price. 

3. Does Marginal Cost Determine Price ^ But to say that 
lirice equal' the marginal or average cost of production of the opti* 
mum fit 111 ' d les not mean that it is " dctei mined” by such cost in 
the sense of cnnsing it to be a hat it is. 


When wo say th.at price is normally determined by cost of 
production wo mean that the costs include normal profit. But profit 
vanes with venation in price. Hence ,i change in price affects cost= 
by atfcctmg its pne component, :tt., profit. 

1 I- costs cannot determine price of irreprcKlticiblc commo- 

dities, ^ecause such commodifies have no costs. ^ 

Take another clement of costs say wages. If wages lise, costs 
n.e and prices mu»t rise. But if prices rise, because the demand 
for the Lommodity has increa'-ed, wages will a’so rise It is thus 

effect but of mutual causation. One does 
not determine the other. In fact, costs no more "determine” the 

Xincl ^'‘^ter determine the former. 

nothing else but a sum 
the production of the 


whet?^*nnc^fo!fo\erm?np/?) ^ considerable controvert" 

(flassical School of Rntic;*, U' by cost of production. The 

t£t cost of lod?cS Adam Smith believed 

in the century 

Dtilitv Theo'v nf -paIt. Continental economists evolved a 

m/to S; Marehairs Theory before^com'- 

mfeh of what he ;mfte Slu holds th^S ^7 important because 

economists stiU adhere to Marshall’s portion. 
1. Bsaham — ETOnomics (J940)p'i'94. 
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4. Marshall’s Theory of Value. Marshall gives equal impor- 
tance to cost of production and marginal utility in the determination 
of value. His famous analogy of a pair of scissors may be quoted : 
“We might as reasonably dispute whether it is the upper or the 
under blade of a pair of scissors that cuts a piece of paper, os whether 
value is governed by utility or cost of production. It is true that 
when one blades is held still, and the cutting is effected by moving 
the other, we may say with careless brevity that the cutting is done 
by the second, but the statement is not strictly accurate, and is to 
be excused only so long as it claims to be merely a poi3uIar and not 
a strictly scientific account of what happens,”^ 

5. Importance of Time Element. The relative importance of 
these two influences, however, differ with time. ^‘As a general rule,” 
says Marshall, “the shorter the period which wc are considering the 
greater must bo the Share of our attention which is given to the 
influence of demand on value ; and the longer the period the more 
important will be the influence of cost of production on valryc. The 
actual value, at any time, the market value, as it is often called, is 
often more influenced by passing events and by causes whose action 
is fitful and shortlived, thanRy those which work persistently. But 
in the long periods these fitful and irregular causes in large measure 
efface one another’s influence ; so that in the long rim persistent 
causes dominate value completely. Even the most persistent causes 
are, however, liable 'to change. For the whole structure of produc- 
tion is modified and the , relative- costs of production of different 
things are permanently altered, from one generation to another,”® 
Changes occur both in conditions of demand and supply over a 
period of time, 

^ Thus Marshall gives great importance to the element of time, in 
the determination of value. Ho sums up his position in the follow- 
ing words : “Four classes stand out. In each price is governed by 
the relations between demand and supply. As regards market prices, 
supply is taken to^Woan the stock of the commodity in question 
which is on hand, or at all events “in sight”. As regards normal 
prices, when the term normal is taken to relate to short periods of 
a few months or a year, supplj”^ means broadly what can bo produced 
for the price in question with the existing stock of plant, personal 
and impersonal in the given time. As regards normal prices, when the 
term normal is to refer to lonf periods of several years, supply means 
what can bo produced by plant which itself can bo remuneratively 
produced and applied within the given time ; while lastly there are 
very gradual or secular movements of normal price, caused by the 
..gradual growth of knowledge, 'of population and of capital' and the 
changing conditions of demand and kipply from one generation to 
fmother.”'’ 

6. A Concrete Illustration. Lot. ns further explain^Marshairs 
Theory of Normal Price by an illustraCloa. Take the cas e of a com- 

T Marshal, op. cifc., p. 348. ^ 

I 2, Ibid.,pp. 349-60, 

5. Ibid, pp. 378*79. - - 
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Suppose at a particular time due to the 
betw^n supply and demand the market price 
of radio sets is indicated by PM in the diagram given below 



dotted curve D'D'^^in thrdiTfTam°^°4i^^*°^ 
will be P' M' (00') which is highe? (bv'oWt^han P”?® 

the nse in demand is due to temDoraM^ P”oe- If 

after a short time and the old price MI 5l be 

But suppose the rise in /iotr. j - 
happen to the market price in theTn„ Po™anent. WhatwiU 

will be the normal price ? The nomf •' other words what 

marginal cost of production of the Im-ir P^o® depend upon the 
to take advantage of X larmr ^ 

the factors of productSn 
industry will be worked uLerXe^t 

neighbouring industries or similar SdiiX or factors from 

radio industry. If these Xtors ^ attracted to the 

maj' go up for a time. The price that tcfn officicnt, marginal costs 
is Mlled the subnormal price. This ft. during this stage 

and stends nudway between the market ® ^^°'^^P®riod normal price 
or real normal price. marfeet pnce and the long-period 

wm move into the rldioTndnrt^ of Production 

this work. New capital wiU fifdXveSln??^^ 

what Wr^ are these factors attracted™ Th“ indust^, etc. On 
these factors of production must be met" of production of 

now wdl mean what can be supnlied^'twi Supply 

of production. The emergency arranaemeT^f^ these factore 

pennanent arrangements for the newfumt J* ^ P^uce to 

supply. The new supply price 
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will depend upon the way the marginal cost of production behaves 
in the industry concerned. 

In the radio industry, most probably the marginal costs per 
unit will fall as greater volumh of radio sets have to be produced. 
This is because such an industry is likely to obey the Law of Increas- 
ing Returns. In the case of &,n industry which obeys the Law of t 
Diminishing Returns the marginal cost and hence the long-period 
supply price will tend to rise. If the tendency towards Diminishing 
Returns is exactly balanced by other factors which tend towards 
Increasing Returns the industry may be said to obey the Law of 
Constant Returns. In other words, marginal cost or long-period 
supply price and hence normal price will tend to return to its old 
level that is the level at which it stood before the rise in demand 
occurred. 

The same reasoning will apply if we assume a fall in demand for 
a sufficiently long period to allow forces on the side of supply to 
adjust themselves to the changed conditions. Normal price will be 
higher, lower or it will rimain the same according as the indwstrp obeys 
the Law of Increasing, Diminishing or Constant Returns, respectively. 

7. Marshall's View of Marginal Costs Determining Price. 

Thus according to Marshall, normal price is determined by the 
marginal cost of production of the commodity concerned. Marginal 
cost 13 here conceived of in two ways,' (1) It is the average cost of 
production of the marginal firm or (in agriculture) marginal form, 
(2) or the marginal cost of production of the Representative firm. 
In agriculture or industries which produce larger output in accord- 
ance with the Law of Diminishing Returns the concept of the 
marginal farm or the marginal firm, as the case may be, is used. It 
is the firm or the farm, the output of which is necessary to meetShe 
market demand. Its cost of production must be met. This producing 
unit has the highest cost of production among those supplying 
the same market. If the price falls a little, or cost of production 
rises a little, such a firm cannot continue to produce. If its product 
has to form a part of the supply to meet the existing demand, the 
price must be high enough to meet its costs of production, including 
normal profits. 

i 

When dealing with industries that obey the Law ef Increasing 
Returns Marshall uses the concept of the Representative firm as ex- 
plained earlier. The marginal costs of production of such a firm 
must be met. Once the price is determined by this marginal cost 
other firms increase their output to equate their marginal costs to" 
this price. 

‘ 8. Does the Price Actually Coincide With the Marginal Cost ? 

Very seldom. They only tend to coincide in the long run but 
actually do not. What tends to happen in the long run may actually 
never happen. As Prof. Brij Narain says, “ I may be ever tending to 
grow wiser and wiser, and yet remain a fool to the end of my days.” 
The reason is that in order to equalise marginal cost with the price 
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the output will have to be increased, by infinitesimally small incre- 
ments which in actual practice is not possible. Actually 'the output 
is increased in fairly large units and few manufacturers make ine 
calculations for equalising marginal cost and price in order to satisfy 
the dictates of economic theory. “ Price is commonly such that 
from ten to fifteen per cent of the output is produced at greater cost 
and the rest at less.”^ 

Further the world is dynamic and not stationary: changes in 
i'echnique are constantly taking place. The position as regards both 
demand and supply i® constantly shifting. In these circumstances it 
is futile to expect that_price and marginal cost will ever attain a 
position of equality. 

Also, price itself enters into the cost. How can the two be equalis- 
ed ? Value of the service of the fixed plant has to be ascertained in 
order to calculate the cost. But this depends on the expected price 
of the product that the plant produces. “ Much of what is usually 
termed cost of production is not really cost element that is given 
independently of the price of the product but a quasi-rent, or a 
depreciation quota which has to be allowed on a capitalised value 
of expected quasi-rents, and is therefore dependent on the prices 
which are expected to prevail.”* 

9. Does the Marginal Unit Govern Price i It is not true to say 
from scientific point of view, that the utility of the marginal unit 
determines or governs value. Mfirgin is not the cause of value but 
itself, together with value, is caused or determined by the inter- 
action of the forces of demand and supply. ^ In the 
words of Marshall, ” Marginal uses and costs do not govern 
value, hut are governed together with value by the general relations 
of demand and supply. Marginal uses indicate but do not govern 
value.”* If the demand for a commodity increases, the position of 
the margin will itself be shifted. Similarly, a change in supply will 
move the margin and make a difference in the marginal costs. Price 
is really determined by the equOibrium between aggregate demand 
.and aggregate supply and not by either the utility of the marginal 
unit or the cost of production of the marginal unit. 

However, as the marginal unit forms •'a part of the aggregate 
supply, it does exert some, not the sole, influence dn value. H it 
were not there, value would bo different. 

10- Average Cost and Price- Price in the long ran approxi- 
mates to marginal cost and not average cost. The two costs do not 
aoce-ssarily coincide. There is, however, a tendency for the average 
and marginal costs to coincide. For example, if the marginal cost is 
higher than the average cost, then the entrepreneur’s profit is high 
on average, because the price, 'which coincides with marginal cost, "is 

1- The Trend of fioonomics edited bv Tugwell, p. 77 . 

2 Hayok— Collertivisl Econonic Planning, pn. 226-27 quoted bv Brii 
Jlaram in his Principles, p. 147. ^ * 

3. Principles, p. 410. . 
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higher than the average cost! The entrepreneur will ho tempted to ' 
produce more. The additional output will he secured'at a higher aver- 
age cost. Production will continue to increase till the average cost 
has caught up the marginal cost. In case the average cost is higher 
than the marginal cost (or price) the entrepreneur is losing. He 
■will curtail production ■which will result in lowering of" the average 
cost. 'The two "will ultimately tend to coincide. 

11. Recent View. Let us see in what respects recent economic 
analysis differs from Marshall’s regarding- the relation .between 
marginal cost and normal price, under conditions of perfect compe- 
tition. 

Jlarshall gives two conceptions of marginal cost of production, 
i. e., average cost of the marginal firm and/maTginal cost of produc- 
tion of the average or representative firm. 'The former is applied to 
industries obeying the Law of Diminishing Returns and the latter 
to ^oso obeying the Law of Increasing Returns. , Marshall makes 
the marginal firm a firm producing at the highest average cost. Tho 
marginal coat of production of Marshall’s representative firm is also 
tho cost of the units produced under the least advantage, compared 
with the cost of units produced before the margin is reached. Recent 
analysis conceives of the marginal cost as the cost per unit of tho 
optimum firm, i.e., a firm which is producing under tho most favour- 
able circumstances. We have already seen why the concept of the 
optimum firm is superior to Marshall’s representative firm. 

From the point of view of normal value Marshallian view 
divides industries into different categories according to tho laws of 
production which they obey. There are, for exardple, industries 
which are subject to the Law of Diminishing Returns and those 
which conform to the Law of Increasing Returns. In the formfev 
case normal value equals the cost of production of the marginal firm 
and in the latter case that of the representative firm. But 
modem analj'sis docs not classify firms of an induBti-y into different 
categories according to the laws of production to - which they con- 
form. Tho laws of production are conceived of ns matters of 
proportions of combinations of factors of production. They may 
form different stages in the evolution of the same firm. Under 
perfect competition all firms tend to become optimum firms produc- 
ing at a uniform marginal and average cost. " It is, however, agreed 
that the optimum is not a fixed point. It changes with changes in 
the technique of production and organization. 

Disagreement with Marshall’s Theory, however, does not end 
here. When we go behind the ‘money’ cost of production and 
investigate the forces'acting behind such costs, the new analysis 
fundamentally differs from Marshall’s and that of the English Classi- 
cal School. Marshall, as well as his predecessors of. the cost of 
production theory, agree that money cost of production do not fiilly 
explain v^Iuo. Behind money costs are real costs. These real costs 
are variously conceived of as (t) Painful efforts and sacrifices of 
workers, i. c., the Labour Theory of value ; {ii) Painful efforts and 
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sacrifices of workers along with sacrifice of waiting, i. e., Cost of Pro- 
duction Theory. But recently the real cost of production is conceived 
of as the next best alternative use forgone, i. e., Opportunity Cost. 
It explains cost of production in tercns of utility. This is tha 
Marginal Utility Theory of value. The latest trend among econo- ’ 
mists is towards the acceptance of this last theory. In the next 
chapter all these theories are considered in their historical order. 
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CHAPTER XXI 

REAL COST IN RELATION TO VALUE 

1. Introduction., In the last two chapters cost of ' production 
was taken to mean money cost of production or expenses of, produc- 
tion as they are called. These expenses are extremely important 
from the point of view of the producer. The price of the product, 
in the long run, must cover the expenses, inclusive of normal profits, 
otherwise production under the system of private enterprise 
(capitalism) cannot continue. 

But from the point of view of the community as a whole money 
costs do notjtell the whole story. Money is after all only a measure 
of value. 

From the Society’s point of view it is the real cost which is more 
important. Real cost means the exertions and the sacrifices which 
various members of the society have to undergo to 'produce a 
commodity. The workers have to put in effort, the capitalists have 
to save and wait for the reward and the ' landlords have to forgo 
,the use of their property ; only thus production machinery can be 
set in motion. The production of a commodity, therefore, entails 
various types of efforts and sacrifices and they constitute the real 
cost pf production. 

Money cost .and the Beal cost do not coincide. It is very seldom 
that the real cost of a commodity may be equal to the money cost. 
As Marshall puts it, “If the purchasing power of money in terms of 
effort has remained about constant, and if ,the rate of remuneration 
for waiting has remained about constant, then the money measure of 
costs corresponds to real costs ; but such a correspondence is never 
to be assumed' lightly. Thus there is very little connection be- 
tween money costs and real costs. The two can never be equal in 
a world of change, as our world is, whether we consider , the long 
period or the short period. The value of land depends on scarcity.^ 
The question of cost in terms of efforts and sacrifice does not arise. 
The earnings of cinema stars, professors, coolies, sweepers, peasants 
and business men, etc., seldom correspond to the respective efforts and 
sacrifices undergone by each class. 

Usually cost means money cost. But Money costs ulti- 
mately are nothing else but prices that the producer 
has to pay for the various agents of production which he 
brings together to set the process of production in motion. We, 
therefore, cannot explain one set of prices in terms of another set 
of prices. Several attempts have been made to get out of this 
- difficulty. Some have made labour as the ultimate measure and 
determinant of value ; others have included labour with waiting 
{i.e., capital). More recently utility has been made to explain 
L Marshall — Principles of Economics, p. 350. ^ ' 


2CC modern ECONOMIC TriKOPvY 

Bhort-pcriod tia well ns lontj-pmod vnliio. Tlioro nro thns throe 
theories of Vftluo buff'd on thc'e Ihreo views rospcclivcly (I) Enhour 
Theory of Vnlue, (2) Cost of pr'diiotionTlieore of Vnliio nnd{.’J) 
Mnrpiiml Utilitv Tlieor\' of Value. M/ir^hall’s {Kisition is midway 
between tlio Cost of Production Theory and Marptnnl Utility 
Theoiy. In this Rvntlicsis, how M’cr, his ideas of co-.t of production 
are mcrelv an olnbomtion of the conception of the co«t of p-odiirtion 
held by those, like Mill, who otplsincd value in terms of'efforta 
and Bncrifiecs.’’ 

2. Labour Theory of Value. The Labour Fheory is assoeisted 
with the names of Adam Smith, Ricardo and Karl Marx. Before 
Adam Smith. Petty and Tyjclcc apo had regarded hhour as tho 
source of vnlno. 

Adam Smith reperded labour an the ultimate iitnndnrd of value. 
"Tho real price of overythinp, what eveiythinp really co=t to tho 
man who wants to acquire it,” wrote Adam Smith, "is the toil and .. 

trouble of nequirinc it. what is Imueht rrith money or with 

poods is purchased by labour, ns much ns wh it we acquire with toil 
of our own body."* 

Smith, however, believcil th.it only in earlier stapes of society 
labour formed the bssiB of exchange value. Afterwards tinco land 
hooamo scarce and capital nccumnhlcd. the owmera of those also had 
to ho paid, and Inhoiir coastd to be the only cost of production. 
Thus ho was led to tho Cost of Production ThcO'y. Ricardo, on tho 
other hand, thonpht that even in tho contemporary world value of a 
commodity, or tho quantity of any other commodity for which it 
will cxchnnco. depends upon tho relative quantity of labour which is 
necessary for its production.® 

Ricardo did not ignore land and capital ns egonts of production. 
Tho cost of land, according to his view, did not count because tho 
price of crain was governed by tho cost of production on tho poor- 
est land that w ns under cultivation, whoso no rent Iiad to ho paid 
As rerards capital it was the result of labour ajiplicd in tho past, 

- Adam Smith had admitted that labour varied in qu ility and 
henco^ could not ho compared except in very primitive Fooiotios 
to which alone nccordino to him the labour theory applied. But 
Ricardo, since ho believed labour to be the foundation of value in 
advanced Bocietics as well, had to cvplnin this difRciiUy of compar- 
inc'difFerent qualities of labour. Ilis explanation was that these 
difTorcnces were adjusted in tho raarkhl so that each kind of labour 
got placed in its proper position in tho scale of value and the scale 
once formed was liable to little variation. "If n day’s labour of a 
working jeweller bo more valuable than a day’s labour of .a common 
labourer,’’ save Ricardo, “ it has long been adjusted, and placed in 
its proper position in the scale of value.” But this explanation is 
far from convincing 

A common objeetion against the labour theory is that it does 
not explain tho value of irrcpro duoiblo good s. To this Ricardo 

1 \tlmn Smitti — Wealtli of Nations ; Jiook I. Chapter V. ' 

2 rrineJploi of Political Uconomy and Taxation in works of David 
Ricordo by McCulloch [p. 9. 
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replied that there are some commodities the value of which is 
determined by scarcity alone Itheir value is wholly indepen- 

dent of the quantity of labour originally necessary to produce them, 
and varies with the varying wealth and ■ inclinations of those who 
are desirous to possess them.” In modern language he meant that 
the marginal utilities of the consumers determined the value of such 
goods. . So far he was in agieemenit with modern thought. But 
this explanation cannot satisty the critics of the labour theory since 
it proves the inadequacy of this theory, if it proves anything at all, 

3. ' The Socialists and the Labour Theory, The Ricardian 
•theory of value hp-d a special appeal to the sociahsts. Since labour 
was 'the sole originator of value, but actually wages formed a 
small portion of the total value thus created, it was easy to argue 
that the capitalist, by talcing the lion’s share of the .produce exploit- 
ed the workers. Following Rousseau the socialists Thomson,. 
Gray and Bray -had already developed the theory of capitalistic ex- 
ploitation. Rodbertus and Karl Mars made it the central feature 
of their work. 

Marx, the’father of/oientific socialism, gave his views on value'in 
his monumental work, Capital, .where he made a strong attack on the 
cdpitalisbio S3’’sceaa. Marx regarded value as crystallised human 
labour. To him the value of a commodity was the “ labour time 
socially necessary” ‘for its production. This he defined as the 
labour time ” required to produce an article under the normal con- 
ditions of production, and with the average degree of skill and in- 
tensity prevalent at the time.”^ 

Marx explained capital in the same way as Ricardo had done in 
terms of past labour. As regards difl’erencos in quality his view 
was that “ skilled labour- counts only as simple labour intensified.’' A , 
given quantity of skilled labour he considered equal to a greater 
quantity of simple labour. “Experience shows,” he wrote, “that this 
reduction is constantly being made. A commodity may be the 
product of the most skilled labour, but its value, by equalising it to “ 
the product of the simple skilled labour, represents a detuiite quantity 
of the latter labour alone:" These proportions between skilled and 
unskilled labour are fixed by the force of custom according to Marx. 
Ho attributed the higher value of skilled labour to the fact that such 
labour power costs more time and labour to produce than unskilled 
or simple labour power.^ 

4. Marx’s' Theory of Surplus Value and Exploitation. 

From his labour theory Marx developed his theory* of ISurplus 
Value. He argued thus: For the worker to continue production 
instruments and maintenance are necessary which he does not possess. • 
He, therefore, sells his labour to the capitalist. For the oapitakst 
it is not necessary to pay the worker the full value of what he 


1. Capital : Vol. I, Pt. I, Chap, I, Sec. I. 

2. Ibid. Pt. lir, Chap. VII. Seo. 2. 
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competitive equilibrium. Under competition surplus value sho uld 
disappear. In tb^ words of Whittaker, “ Under conditions where 
the output of a single firm is small in relation to 
duotion of the industry (as was probably the case at the middle 
of the I9th century in the English textile industry from wMoh Marx 
drew many of his examples) aoy expansions in the output' of one 
firm could have little effect on the market price of the com modity 
produced. The surplus value, per unit of output, therefore, would 
remain virtually unchanged. More units 'being produced, it follows 
that the total surplus value received by the firm would be increased. 
Obviously the firm would be under the inducement to expand its 
output. Not merely one but all firms in the industry would be in 
this position., Yet, if all expand, the market price of the product 
would decline, causing the surplus value to diminish, and ultimately 
to disappear.”^ 

Thus, Labour Theory of Value, though superficially appearing in 
accordance with the ideas of equity and justice, fails to give an 
adequate explanation of value. 

6. The Cost of Production Theory of Value. It was Cantillon 
who defined value (or intrinsic value as he called it) of a com- 
modity as “ the measure of the quantity of land and labour entering 
into its production, having regard to the fertility or produce of the 
land and to the quality of the labour This, however, did ndt 
necessarily coincide with the market value of the commodity 
which depended on demand of the consumers. He believed further 
that given the time, supply adjusted itself to demand. If the com- 
modity was scarce price rose and production expanded. If it was 
plentiful the opposite took place. Thus he laid the foundations 
of the classical theory of value which was further built upon by 
Adam Smith, Senior, and J. S. Mill. 

What Cantillon called intrinsic value Adam Smith called 
“ natural value” and later on Marshall called it normal value. 
The ‘ natural’ or ‘normal’ value depended upon the cost of produc- 
tion according to the theory under consideration. 

Ricardo explained capital by calling it past-labour. But Senior 
developed the concept of interest as payment for waiting or ab- 
stinence. He argued that abstinence as well as labour was neces- 
sary for production. Abstinence according to him was sacrifice, so 
that real cost of production, which according to him determined 
value, consisted not merely of labour but labour and abstinence. 
Except that he excluded the rent of land as an element of costs, 
Senior’s theory followed Adam Smith closely. He was conscious of 
the fact that since competition is never perfect value coincided with 
the cost of production thus defined only iix the long run. 

J, S. Mill while accepting abstinence as an element of cost ela- 
borated the theory further by bringing in the influence of the “laws 
of returns.” Like Senior he also regarded the conformity of value 

_ ^ History of Economic Ideas, pp. 429-30, 
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to co 3 fc 3 as a long riia pboaomsnon. But Mill cbanged the basis of 
discussiou of costs frooi real costs of labour abstmence to ^ money 
costs. Marahall took over the cost theory of value at this point from 
Mill. 

For JIarshall, however, cost of p'-oduotion was only one blade of 
the pair of scissors, the other being marginal utility. Marshall 
attempted to reconcile money costs and real costs by saying that 
while money costs were important from the point of view of the emplo- 
yer, from the point of view of the community real costs (painful eSorts 
and sacrifices of waiting) were also fundamental. Moreover, he held 
that if the purchasing power of money, in terms of efforts, has re- 
mained about constant, and if the rate of ^remuneration for waiting 
has remained about constant then the money measure of costs cor- 
responds to the real costs , but he wisely adds “ such correspondence! 
is never to be assumed lightly.” 

We have already noted that the concept of cost of production as 
expenses of the entrepreneur, however useful for purposes of calcu- 
lation, did not explain the problem of value, since it meant explain- 
ing prices of commodities m terms of prices of factors of production. 
Real cost of production in the sense of painful efforts could not be 
added unless converted to money costs. Apart from this difficulty 
of the conception of cost there were other weaknesses of the cost of 
production theory of value. 

7. _ Criticism of the Cost of Production Theory.' The cost of 
production theory does not adequately explain the phenomenon of 
value for the reasons given below : — ’ 

(i) The theory does not allow for the misdirected labour and 
capital. A palace may be built in a desert at an enormous cost but 
unless there is demaud for it, it will have no value. A patented 
article may meet competition from better substitutes and thus be 
driven out of the market.’^ 

(tt) Value of a commodity may change after it has been produc- 
ed. A sudden cool shower may depress the prfce of ice or a heat 
wave may raise it irrespective of the cost of production. In fairness 
to the holders of the theory it may be said that they only explain 
long, term value m terms of costs while market value, they agree, 
fluctuates according to changes in demand. 

(ill) The theory does not explain scarcily value especially the 
value of irreproducible goods like statues and pictures by old masters, 
etc. The values of these things have no relation to their cost of 
production. 

(tv) In some oases it is not possible to determine the cost of 
production of particular goods or services. For example in the case of 
by-products or articles produced jointly like wheat and straw or 
wool and mutton, or the coat of tunning an exonrsion train. 

(v) Moreover, cost of production varies with different firms and 
for different units in each firm. Which of these costs determine 
value ? 

'1. Marshall : Principles of Economics, p. 360. ( 



REAL COST IN RELATION TO VALUE 


&71 


, The real fact is that value is determined by the relationship 
between scarcity on the one hand and demand on the other. The 
scarcity may bo due to high cost of production or it may be duo to 
any other cause. When it is duo to high cost of production it mere- 
ly means scarcity of the factors of production in the light of the 
variety of uses or alternative demands calling for their service. Thus 
it is possible to explain cost of production in terms of utilities or 
competing demands for the scarce factors of production. This new 
concept of - costa is associated with the marginal utility theory of 
value. Let us see how this theory was developed. 

8. Cost of Re-production. It is very seldom that the normal 
value of a commodity is equal to the cost of production. In a 
dynamic world where technique is constantly, changing cost of 
production, in the long run/is not likely to have any approximation 
to the cost of production today. Price in the long run, therefore, 
will not have much to do with the cost which has been incurred 
already but it will tend to approximate to the cost which, may have 
to be incurred if the commodity has to be reproduced. Carey has 
therefore, suggested cost of reproduction to take the place of cost 
of production as an explanation of normal value. 

But it does not improve matters. As Marshall points' 
out normal cost of prochiotion and normal cost of reproduc- 
tion are convertible terms. What would be the cost in the long run 
really means what would have to bo spent if the commodity has 
to be produced againi i.e., cost of reproduction. 

Although it may be conceded that there is a closer approxima- 
tion between the price and the cost of reproduction than between 
price and cost of production, yet it cannot bo said that cost of re- 
production determines value. All the objections that have been put 
forward against cost'of production of theory may bo repeated here'. 

Cost of reproduction can have some influence on price if one 
cam conveniently wait till the commodity can bo reproduced. Till 
the new supplies are forthcoming, price will depend on the intensity 
of demand. - 

There are certain cases when the cost of ’reproduction has no- 
thing to do with price. In the words of Marshall, “ there is no 
connection between cost of reproduction and price in the cases of 
food in a beleagured city, of quinine the supply of which has run 
short in a fever- stricken island, of a picture by Raphael, of a book 
that no bady cares to read, of an armour-clad ship of obsolete 
pattern, of fish when the market is glutted,^ of fish when the 
market is nearly empty, of a cracked ' bill, of a dress material. ' 
that has gone out of fashion or of a house in a deserted mining 
village. 

'9. Development of -.Marginal Utility Theory of Value. 
Early writers like Barbon (1640-1698), Law and Jurgot (1727-1781) 


1. Marshall — Principles of Economics, 1930, p. 402. 
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had based value on utility. It was Lauderdale (1^9-1830) who 
ar<nied that both utility and scarcity were essential for value. He 
established relation between intensity of a man’s desire for a com- 
modity and its value and was aware of the nature of elasticity of 
demand On the side of production or supply he followed Locke, 
Cantillon and Adam Smith (1723-90) while on the side of demand 
he anticipated the later marginal school. 

F. W. Lloyd during the thirties of the last century set down 
more clearly the relationship between utility and value. He pointed 
bow with increase in supply of a good the value a person puts on it 
diminishes. This was what was later called the Law of Diminishing 
Utility. Ho was also aware of the concept of marginal utility. He 
identified value either with marginal utility, or cost of production 
whichever was less. 

Senior (1790-1864) while recognizing the principle of diminish- 
ing utility pointed out that man demands variety and luxury as a 
consequence of the insatiable nature of human wants. Though he 
appreciated the importance of utility. Senior supported the cost of 
production theory of value. He was unable to present a synthesis 
of the forces of supply and demand, which Marshall^had to acoofhplish 
later. 

Writing about the same time as Senior in England (mid 19th 
century) were Longfield in Ireland, Von. Thunen in Germany and 
Dupuit in France. The former two anticipated the Marginal Theory 
of value in a remarkable manner, though they were primarily con- 
cerned with the problems of distribution. Dupuit clearly represen- 
ted the principle of diminishing utility and iillustrated it, by a dia- 
gram. He also arrived at the concept which was later named 
‘Consumer’s Surplus’ by Marshall. Dupuit called it "relative utility” 

The Marginal school was much more clearly anticipated by the 
German economist H. H. Gossen. (1810-1856). His doctrine was 
almost identical with that of W. S. Jevons’ whose book appeared at 
the same time (1871) as Gossen’s, though Jevons was not aware of it 

About this time (1870) a new school of economists appeared in 
three different countries of Europe, Carl Menger (1840-1921) in Austria, 
Walras (1834- I'llO) in Switzerland and Jevon (already mentioned)in 
England. They wrote more or less simultaneously, and the result 
was a new system of Economics founded on utility. Their ideas 
were not entirely new, but they presented them more lucidly and . 
systematically. They soon achieved a dominant position in Western 
Europe. 

I On the basis of "final utility” (later called marginal utility) . 
Jevons elaborated his theory of exchange. His conclusion was ; 
“The rates of exchange of any two commodities will be the reoiproca, 
of ratios of the final degrees of utility of ’the quantities of com- 
modities available for consumption after the exchange is completed”^ 
In modem language he meant that values conformed to marginal 
utilities. 
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The influence of Marshall dominated English economic thought 
for a full generation after 1S90. Thus in that country Jevons’ margi- 
nal thebry fwas pushed to the background. Marshall, hovrever, in- 
corporated ^Jevons’ ideas in his theory on the side of demand, and 
Mill's doctrine on the. side of production or supply and presented a 
dual theory of value exemplified by his famous analogy of a pair of 
scissors. 0 

On the Continent of Europe, however, Jevons’ contemporaries, 
Menger and Walras had greater influence. 

They were followed by Bohm Bawerk and Weiser. Thi& group 
is known as the Austrian School. • '■ 

As contrasted with Marshall’s idea of cost of production, already 
noted, Weiser developed the concept of aliernalive, opportunity or 
transfer cost. He made costs not merely “disutilities and pains" 
suffered on account of labour and abstinence but conceived them as 
“utilities atrd pleasures sacrificed.” T^hus he conceived of cost in 
terms of utility and made it possible to have a Monistic view ^f 
value as contrasted with Jlarahail’s Dualisfcic vierv. Let us e.xamine 
this view of cost and its significance in the theor.y of value. , 

XO.- Alternative, Opportunity or Transfer Costs. The American 
economist Davenport explains this concept as follows : “Suppose 
for example that a child hasbeen given both a pear and a peach, that 
some- predatory boy tri^s to seize them, and that the only method 
of saving either is to drop one, say the pear, in the wayside weeds, 
and,to run for shelter with the peach while the aggressor is picking 
up the pear. ’ What has the peach cost ? True the peach was a gift. 
In a certain sense therefore it cost nothing. Nevertheless it is retain- 
ed' only oii t^rns of forgbing the pear. The term cost seems not 
qviite satisfactory to cover the case. Perhaps displucement or for- 
going would be preferable. ^ Or if one offers you your choice between 
a ride and an evening at the theatre, it is awkward to say that the 
acceptance of the one is at the cost of the other. Yet the resistance 
to the<itaking of the one is the letting go of the others. Of, if with a 
dollar which you have earned you are at a choice between buying a 
book or a pocket knife, and finally buy the book, the resistance over- 
come is best expressed, not by the labour devoted to the earning of 
the dollar, and not' by the dollar itself, but by the alternative ap- 
plication of the dollar The highest cost of the book,, the begt 

test or measure' of its worth to you was in the significance of its 
strongest competitor, the knifo.^ 

. Conceived on these lines cost of production means not the effort 
and sacrifices undergone, but the most attractive alternative forgone, 
OF the next best choice sacrificed. Real costs are thus not entities, 
ultimate and independent of utility, but they are sacrifices of com- 
peting demands. 

Hi Significance of Costs in this Sense. What is the signi- 
ficance of this edneept of costs in relation to price ? For the, entre- ' 
preneur’s costs are monetary expenses or payment necessary to 


1. Davenport : The Eoonomies of ISnterpriso, p. Dl.' 
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obtain conitnanii over scarce resources '.vhich have nllcmative uses. 
Socially speaking the cost of usinsi a certain resource for a particular 
end is the sacrifice of the jie>.t best end to avhich this resource co^d 
be applied This is because resources are scarce and ba't^ alternative 
uses. There are thus competing demands (depending upon*the 
marginal utilitj* of consumers) for the same resources. Since these 
resources me scarce certain demands are satisfied only at the sacri- 
fice of other demands. The resources tend to move from those uses 
in vrluch their demand price (marginal utihtj' to the consumers in 
the aggregate) is lower to those in which it is higher until they tend 
to be distributed in various uses (for the production of various com- 
modities and sendees) in such a way as to equalise their marginal 
utihties in the various uses. 


It is thus the demand price or marginal utility which determines 
how much of a particular factor of production will be utilized for the 
production of a particular commodity. The supply of a commodity, 
tlierefore, ultimately depends upon the attraction offered by th^^e- 
mand price (or marginal utility) lo the relevant factors of prodiic- 
tioif. If this demand price is not h'gh enough these factors will be 
Used for the production of commodities the demand price for which 
is high enough to attract them. 


Marginal Utility Theory of Value. According to the 
Jlarginal U^hty Theorj* of Value price is ietennined by marginal 
w/iiity, or demand in relation to scarciti/, of the commodity ^concerned, 
2 he sole function of the cost of production is to determine the degree 
of scarcity of the commodity. H is the degree of scarcity that is im- 
portant whatever the reasons for this scarcity. Thus the same 
principles will explain value whether the commoditv is reproducible 
or not, whether the scarcity is due to the permanentlv fixed quantity 
of the commodity or due to difficulties of producing'it, which latter 
rMy in its turn be due to the necessity of offering higher terms to 

attract factors for its production from other uses. But ‘since" higher 

terms are nnthmg else but higher demand price, it will be clear that 
demand price, or marginal utility of consumers on which it depends, 
IS the ultimate determinant of value. ^ 


It may appear from the above that there is little difference be- 

' Ilf Iff. of production theorists, 

since ,they also hold that cost of production determines supply and 
in turn supply determines prices. In fact, m spite of the seeming 

nmilanty m certain respects, the ground is fundamentally different. 

Recording to the marginal utility theory it is not the rest of production 
that ^t^mines tahie. Cost of production does influence nfircity, but 
even that indirectly and secondarily. Scarcity is only a relative term. 
A thing IS scarce in relation to the demand for it. As we have seen, 
scarcity may not be the result of cost of production as in the case of 
rare objects. The determining factor therefore is not the entrepreneur’s 
costs nor the pamM efforts but it is competing demands. It is the com- 
peting demands to which supplies and cost adjust themselves. The only 
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sense in which coots influence pr'ces and Value is the sacrifice of alter- 
natives variously termed as dispiacement, alternative or opportunity 
costs. The demand price offered must in the long run cover those 
expenses of the entrepreneur which are necessary ' for withdrawing 
factors of production from their next best alternative uses. This 
conception of cost therefore is not independent of utility. 

It is for this reason that the marginal utility theory in its most 
recent form is called the “Monistic” aa contrasted with Marshall’s 
‘Dual’ explanation of value. For Marshall utility and cost were two 
tTidependmt categories and both contributed equally in the determination 
of value. The degree of their importance however varied with time. 
According, to the monistic explanation the cost of production 
is also an aspect of utility and is not an independent category. 
Since costs represented alternative utility both supply and demand 
came to depend on utility.”^ 

The identification of forces behind supply and demand has 
been pushed even further by the Austrian School and their followers 
notably the English economist. Wicksteed. The latter has shown® 
conclusively that there is no fundamental difference between the 
psychological forces in the minds of the buyers and the sellers in 
the market. Below a certain price (called sellers’ reservp«price) the 
seller appears in the role of a buyer because he withdrtf^ commo- 
dity from the market if the price falls below that level. In other 
words ho purchases his own commodity, as it were,^ once this level 
of* price has been reached. »“lt used to be a common custom at 
auction sales,” write Briggs and Jordan, “of all kinds of s^llera, 
whose identity was unknown to the crowd to actually enter into 
competition in order to force up prices,”®- 

Marginal Utility Theory is now the most accepted theory of 
value. Though its foundations, as mentioned above, were laid by 
Jevons in England and-a group of Coutinentfil economists (Weiser, 
Bohm Bawerk and Monger) collectively known as the Austrian 
School, in the last- quarter of the 19th century, the theory in its 
most recent form is associated with- the names of Wicksteed,* 
Wicksell,® Davenport,® Cassell’ and others. 

The Marginal Utility Theory has been summed up in the fol ow 
ing words : ' 

‘.‘The price of anything at any moment is determined by demand 
relative to supply, i.e., by the marginal utility of.-the amount avail ■ 
able to the consuiners on the market, suoh marginal utilit.v represent- 
ing the price at whihh that supply can be disposed of. ^.Under free 

1. Whitbakor ; A. History of Economic Ideas, p. 458. ~ 

2. Wicksteed. Commonsenso of Political Economy, Vol.ll, Ch. 4. 

3. Briggs and Jordan : Text Book of Economics, p. 78, 

4. Commonaansc of Political Economy.' 

6. Lectures on Political Economy, 

6. Economies of Entorprisa. .. . 

7. Theory of Social Economy. 
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competition the normal price, or viilm* tn the long run, of reprwlu- 
oiblo goods approvima^^s to riiurg nal oi production^ find pri^s 
are always tcnclinij to tquiiibrmm at that point ■« liere margin il 
utility ns measured in nion»y U equal lo maij'inil e\penres of pro- 
duction.”* 

The Marginal Utility Theory is the most accepted tin ory of 
value, bccau'-c 

(a) it offers an adequate '’.vplanation of value nl all time-!, i.c., 
value at any given m mn nt and value in the long run ; 

(1») il explains fluctuations in value eonscrpient on variations 
in demand or supply or both ; and 

(c) it gives "the only satisfactory explanation of the value of 
rare, '•oiled, incomplete or li imageil articles, tho price of 
uhich has no reference to eo-t of prodnetiou, and of such 
things ns water and sunshine, uliiifli nlthouch of incsti 
niablo utility, po-sesses little or no ralue.” 

13- The Influence of Laws of Return on Value. Value at any 
given time is dctormined by demand relative to supply but in the 
long run it tends to approximate to marginal cost of production. It 
‘is on the cost of production that the laws of reltiru exert their in- 
fluence. Let U8 see lion value is influcm.ed by the three Ians of 
return. 

1. The Lows of Dmimslmut liclnnts. Tfhen .an induRtry is 
subject tO' the Lan of Diininifching Returns, the larger the produc- 
tion, the luglier mil be the cost per unit and, couver.^ely, less is tho 
production, loss will lie the cost. Now if demand increases, price 
will rise ami pupply mil be stiraulited. Rut the additional supply 
will be obtained .it a higher average cost. I’rice will therefore 
continue to be higti. If demand decreases, production will be 
curtailed. But bec.auso according to the Law of IJiminishing Returns 
less production wiH incan less cost, therefore, price will tend to 
fall. In this case, therefore, price varies directly witli supply. Tho 
larger the supply, higher the pnee awl xicc verso. 

2. The Law of Increasing lietnrns. When an 'iudu-strj’ is 
subject to the Law of Increasing Returns, thou the additional out- 
put is obtained at less than proportionate cost. If, therefore, de- 
mand increases additional snpplj’ will moan lower cost. Honco 
price will tend to fall. Prico w ill i iso immcdiatcl 3 ’ when demand 
increases^ but it will come down nltimatelj’ or in tho long run as 
Bupplj’ is increased to meet increased demand. If, on tho other band, 
demand decreases, production adll decrease. Unde* Increasing Returns 
thin would mean raising of the average cost. In this cose, therefore, 
price varies inversely with supply, i.c., more supply leas price and 
less supply more price, 

3. The Lam of Conslant Ilclvrns, When an industry obeys 
the Law of Constant Returns the cost remains the same whatever 


1. Thoraa", S n — Klemeius ol liionomicB, 1939, p 178. 
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the scale of output. In case, therefore, supply ha§ to bo varied in 
response to variations in demand, the price v?iU not be affected. 

Wo must emphasise that the laws of return exert their influ- 
ence in the long run, i.e.j on normal value (long period jirice) and 
not on market value (value at any given moment). 
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CHAP PER XXII 
INTER RELATED VALUES 

!• Introduction. So far we have studied value in relation to* 
an isolated commodity. This was, however, only in the interests of 
convenience. In the actual world few commodities stand isolated 
whether we take the point of view of production or consumption. In 
a general way our demand for any particular commodity is directly 
or indirectly related to our demands for all the commodities that 
enter our range of consumption. This is so not only because some 
commodities are jointly demanded, e.g., milk, tea and sugar, and 
some can serve as_ substitutes of each other, like tea and coffee, but 
a so because our incomes are limited. If we spend more on one 
tiling we have to spend less on other things. Thus a faU iuvthe price 
ot wheat may enable us to consume more of milk and vice versa. 
itms the varioM demands get inter-related. It is, therefore, more 
correct to speak of a system of demands rather than the demand 
isolated commodity. Our demand schedule for one com- 
^m)^oditiS^^°’^®’ demand schedule for other 

inter-related. Some goods are always 
rsuoDlt alternative (or substitute) sources 

ities supplies of different commod- 

n relation of production are scarce 

moretn^.^^ instance if 

“r Simlli growing wheat less can be used for other crops, 

“*>■“ — 

consumere^an^d^nroH^f.^^^^ value due to limitation of resources of 
whil™ymn4re forsh vre have already accounted for 

we want to stidl^oAr^ demand and supply. In this chapter 

side of supply and demand of^mterdependence on the 

of joint supply and 

posife demanii^’ Tlf demand those of joint and com- 

rious chaXr ^®®'^ explained in a pre- 

Let us take theS in tSn commodities determined ? 

things are^m^nol?*?*^ or more than two 

joint prodimts For °®®^^®^ joint supply or are called 

produced alnnir Tint if ■when mutton is produced, wool is also 

cotton and nSt onse with wheat and straw, 

each seplt?p“d:“dT^^ 

necessary in the theory of 
Ine m order to explain the cases of joint products. The market 
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price is determined by the equilibrium of the respect^e supplies and 
demands of each. As regards normal price, the prices of joint pro- 
ducts taken together must be high enough to cover the marginal 
cost of production of them again taken all together. 

The difficulty, however, consists in the fact that is it not ehsy to 
find, out the marginal cost of production of these products indivi- 
dua%. Two circumstances can arise in such cases, Le., either the two 
products (supposing they are only two) are always produced in the 
same proportion or («‘) their proportion can be varied. In the 
former ease a rise in the price of one will bo followed by a fall in'the 
price of the other provided no corresponding change in the demand 
for the latter has taken place. In the second case since the propor- 
tions can be varied a rise in the price of ono may not lead to the fall 
in the price of the other to the same degree ns in the first case. 

Let us take the example of mutton and wool which are joint 
products of -sheep. Suppose the demand for wool inoroases, the 
priceof wool in the market will -go up. Production , of wool will 
become more profitable. More sheep will be reared to increase the 
supply of wool. But this will also increase the supply of mutton. 
But suppose the demand for mutton remains constant. The price 
of mutton must fall to'take away the additional supply from the 
market. But if by certain methods of breeding new types of sheep 
can be produced which yield larger proportion of wool to mutton, 
then it is possible to increase the supply of wool m a larger degree 
than the supply of mutton. In that case the price of mutton will 
not go down to the same extent as before. 

Such changes in breeds were actually made in Australia and 
Newzealand. Before the days of cold storage wool was in greater 
demand for export while mutton had to bo sold within the country. 
Australian farmers, therefore, concentrated on breeding the marmo 
variety of sheep, the wool -yielding qualities of which were superior 
to mutton-yielding qualities. Later, when through methods of 
cold storage meat could be exported in large quantities, the opposite 
policy was followed. In place of marino sheep the farmers substituted 
cross-bred sheep which yielded larger quantity of mutton and smaller 
' quantity of wool. 

It is possible, however, in some cases to find out the marginal 
cost of prodiiction of each commodity separately by comparing 
different combinations of joint products. For instance suppose, a 
■certain number of sheep of a certain breed yield a given quantity of 
mutton and a larger number of another breed, yielding more wool 
and less mutton, is required to produce the former quantity of 
mutton. Now the extra expense of rearing the larger number of 
sheep has resulted in the production of the extra wool. In the same 
way the marginal cost of mutton may be ascertained.^ When separate 
marginal costs* can be ascertained, then' the joint products can ,bo 
treated as separate commodities and tbeir value determined as such. 


1. See Hondorson ; Supply and Demand, pp. 68-69. 
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vii nnj’ ca'JO the jirices respectively of ttie com modi lien in qtics- 
fion will bo sudn as to caii«a thoai to bo consiiin jil in the same pro- 
portion as they aro produced. The Mai price paid mu^sI he high 
enough to iwet the viarginal cost of (he commoditi-'A tahen together, 
■given sulEoient time for necessary adjustments to take place,’ 


Joint Prodirli arcthe Rule. In nioilern times industrial techni- 
que has dovclopod to Kiieli an extent that few products arc turned 
out alone. Joint products aro the rule and the single product an 
exception. This is also duo to the fact that the bv-products whioU 
Were just thrown on the scrap heap in the past are being put now to 
commereial uses. There is now a very wide range of commodities 
turned out bj’ all manufacturing concerns. A tostilo mill Ls pro- 
duoing shirting, suiting, netting, towels, sarces, etc. Iron and steel 
works produce agricultural impioinents, -holts and nuts, engineering 
tools, constructional material, do. A sugar mill manufactures, 
besides various grades of suifar, sugar euhos, inola'sse.s, alohohol, 
confectionary, eto. A jiaper mill turns out all varieties of paper — 
packing paper, drawing paper, blotting paper, newsprint, writing 
paper, etc. All these aro instance? of joint jiroducts, cost of produc- 
tion is joint hut the goods produced are so many. It is not possible 
to ascertain the separate cost of production of each variety. Their 
prices arc therefore determined on the principle of joint siipplv. 
The plietlomonon of joint products, therefore, occnpie.s a special 
importance m the discussion of economic theory. 

yolue of Jointly Demanded Goods (or Service). Gonmo- 
dttm that are always demanded together are in joint demand, for 
instance, pen and ink, mo'tor cars and petrol, tennis balls and rackets, 

fnrinnr demand aro most significant in this 

connection. They consist of materials and soiwice.s which go to the 

>8 derived ' from the 
o* CO operation. For instance 

I factors required for house building (bricks, 

deriS’S«,s’°'^' TJicir demand b also- 

derived demand, since it is derived from the demand for houses. 

in such cases is that on the- demand 

indniinlnf ^ '^'’ch may have 

fore^^h governing them. Whilo.^there- 

of production it is 

“ tagfJS 

suddJnlVLt^nrf ^ o.xaraple. Suppose the demand for houses 
nrinn nr “P and their price rises . How will this rise in the 
bundrnl^!°"mf '"'“•‘OUS materials used in house 

snl the demand for 

So r'if hence a rise in their prices. But the rise in the 

their nn T Same proportion because 

-^g25d biqns of supply are not the same. Jloreover, it may be 
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possible to inorcaso or reduce the demand of some of them by varvitiR 
proportion of their combination. Several considerations, therefore, will 
determine the degree of rise in price in each case, elnsticitj” of 
demand combined with the dogreo of scarcity being the main factor. 
Thus- 

(a) Other things being equal the more scarce materials 
will show a higher rise in price. (6) It may be possible to . reduce 
the proportion of certain materials in use if their prices rise too high. 
In that case to some extent such rise will bo prevented. Cheaper 
substitutes may be available for some, hence their price will not rise 
80 much. (cy. Some materials may have high paying alternative uses 
and imles.s higher prices arc paid for them by house-builders they 
might move to other usc.s. Tljoir prices will rise more than other- 
wise. {(I) If the cost of a certain malerinl forms a very slight 
proportion of tho total cost of tho final product its price can rise 
quite high sinoo it will not affect to any appreciable degree tlio pripe 
of tho final product and hence its demand. If, however, tho cost 
of a certain constituent (c. g., labour) forms a high proportion of 
the total cost of house-building its remuneration or price cannot 
rise very much since it will greatly rai.so the price of houses and 
hence decrease demand for them. This will again bring down tho 
price of houses and thus avUI react on tho price of the material or 
factor whoso price was inordinately raised. 

On tho whole, therefore, tho price of mch goods is determintd hy 
the marginal ytility of the product- in the production of which they 
contribute. In the long run each must be used to such a degree "as 
vnll c([uaie its price to its marginal cost of production. In most- cases 
it is not possible to separate the marginal vlility of each of them 
individually'. 

In some cases, however, tho marginal utility of' a particular 
good of tho group in joint demand-can bo calculated »bv taking two" 
separate combinations in which its quantity is used in different pro- 
portions while tho others remain constant. In tho words of Hender- 
son, > “We can take tho various possible combinations of the factors 
of production, and contra.st two cases in which different 'quantities of 
one factor are employed, toKcther with equal quantities of others. 
The extra product which will bo yielded in tho case in which the 
larger quantity of the varying factor is emploj'cd, can then bo re- 
garded as the marginal product (or marginal utility) of tho extra 
quantity of that factor, we can say that tho employment of this 
factor will bo pushed forward to tho point wliero this marginal pro- ' 
duct will bo roughly equal to tho price that must bo paid for it.^ ’ 

Incidentally it is clear from the above that the relation between 
marginal utility and price holds good generally of tho ultimate 
agents of production as much as of goods directly demanded by 
consumers. The rent of land, tho wages of labour and the profit for 
capital tend to equal their (derived) marginal utilities or .as it is 
sometime s called their marginal net products. But more of it later 
1. Supply and Domnnei <;f(. p. 70, ^ ' — 
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in the Department of Distribution, which is merely an extension of 
the theory of value. 

We may conclude that the price of the ultimate product at any 
given time depends on its demand in relation to its supply, but in 
the long run, must cover the total of the supply prices of the 
various constituents used in making it. 

Can a 'particular set of teorhers in joint demand increase their 
remuneration "by withTiolding their semices ? 

If their services are indispensable their remuneration will have 
to be iiicreased, otherwise production will stop. A check in the 
supply of their services wUl check production. The price of the 
final product isay housesl must rise. It must sufficiently exceed the 
sum total of the supply prices of the other factors. It will be out of 
this excess or margin that the non-co-operating factor (a particular 
group of workers) will bo paid. Marshall enunciates the Law of 
'Derived Demand thus : 

“ The price that wUl be offered for anything used in_ producing 
a commodity is, for each separate amount of the commodity, limited 
by the excess of the price at which that amount of the commodity 
can find purchasers, over the sum of the prices at which the corres- 
ponding supplies of the other things needed for making it will be 
forthcoming.”^ 

There are certain conditions under which a certain group of 
workers will succeed almost' invariably in raising their wages by 
withholding their supply. These conditions are : — ’ 

(1) The demand for the final product (say house) in the produc- 
tion of which the services of such people are required should he 
inelastic. If this condition is present a check in production is^ sure 
to raise its price which wiU enable the entrepreneur to pay mdre to 
the discontented group. » 

(■^) The services of this group should be indispensable and no 
suitable substitute should be avaUable. In case their services can 
be dispensed with, they' will not succeed in securing an increase in 
their remuneration by a threat of non-co-operation. 

(3) Their wages should form a small fraction of the total wages. 
In that case it will be easy for the entrepreneur to meet their 
demand for increased wages. It will mean only a small addition to 
his expenses and he will not mind it. 

(4) The demand for other factors should be elastic and their 
supply should be inelastic so that even a small check in demand for 
them "will decrease their supply prices. If the other factors are 
squeezable like this the non-co-operating factor will be able to raise 
its remuneration. 

4. Value of Goods in Composite Supply. ^Ooods for which 
allernalive sources of supply exist are caU^ in composite supply 
since their supply is composed of the sum fatal of supplies from the 

n Marahall— Principles of Economics. 1936, p. 383. 
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various sources. For instanoo salt oan bo obtainetl from salt minos 
and also by evaporating sea^wator. But tho most significant coses 
aro those of the substitutes. Substitutes oan be assumed to bo 
practically the same commodity since they supply the same need, 
not in cO'Opsration with each other as in tho case of joint demand, 
but as riva's of each other, In tho broadest sense all commodities 
within tho range of a consumer's demand arc rivals of each other 
since he can substitute one for another. Hera wo shall confine our 
attention to substitutes in the narrower sense of tea, coffee and milk 
as drinks, beef, mutton and fisli as moat, wheat and rioo as grains, 
etc. To the extent -that they are not exact substitutes, our theory 
will not apply to them. But on tho whole tho price of one is 
related to tho price of others. They tend to move in tho same 
direction. Thus if the price of wheat goes up many people will 
substitute rice or tho inferior grains in its place, Tho demand for 
such substitutes will raise their prices. On tho other hand, a fall in 
tho price of wheat will reduce demand for substitutes of wheat and 
hence lower their prices. The total supply of all the substitutes in 
relation to the total demand will affect the price, of each of them. Their 
prices will not necessarily bo tho same unless they are perfect sub- 
stitutes for each other which moans practically the same commodity. 

Usually they are not perfect substitutes. Their prices move up 
and down together with a more or less fixed ‘distance’ from each other. 
Thus their marginal utilities move together though Ifaoy are not 
identical. The.priceof each tend to adjusted in the long run 
at points where its marginal cost of production cguals its marginal 
utility to the consumers in (he mass. ^ 

5. Value of Goods in Composite Demand. A good is 
said to be in composite demand if it can be pul td more than one use. 
Its total demand is composed of its demand in all these uses taken 
together. For instance, coal can be used in tho railway engine, tho 
factory boiler, for heating tho rooms and for cooking purposes. 
Wheat can bo used for making chapatics, for malting English bread, 
for various kinds of sweets, etc. The pries of coal and of v,'hoat in its 
various uses tends to bo the same. For instance if tho -demand for 
coal on tho part of railways rise, coal will flow towards railways. Its 
supplies for other uses will deoroaso hence its price will rise for those 
uses as well. The price of a commodity in composite demand' is, 
therefore, determined by Us marginal utility in all Us turious uses. The 
marginal utility tends to he the same since the commodity can move 
from one use to another. In the long run. Us price as usual must be 
high enough to cover U$ marginal cost of production. 

6. Other Cases of Inter^relatcd Value. Other cases of inter- 
related values are niostly extensions of the cases explained above. For 
instance there is tho case of “muUipleprodncls.” This is an extension 
of tho idea of joint products. Many -producers produce notone 
commodity hut a wide range of products, A factory may 
produce several kinds of machines and also may perform repair 
work. A shop may sell miscellaneous kinds of goods. In fact such 
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cases are the rale rather than the e-rcoption. Railways perform 
various kind of services, e p., carrying dtffercnt clas-ics of passengers 
and different qualities of goods. In such ca'cs it is almost impossible 
to fix marginal costs of separate eerriccs performed. The prt/^s 

of sttcJi services {or goods) arc fixed on the ■principle of what the traffic 

will hear. This is called the value of service principle. The other 
pnnciple, viz, the cost of service piincipk, is not generally applicable 
because exact cost of service cannot be ascertaineil. Railways do bear 
in mmd this principle too when they charge more where greaU'r speed 
IS required, where handling of goods involves more in convenience 
and \i here risk of breakage is greater. 

Take the case of railways. They carry gold ns well ns coal. 
Gold has high value and coal has low value. Obviously no uniform 
rate either based on space occupied or on weight will be practical. 
A uniform rate if too high will make movement of coal uneconomical, 
if ton low it will not pay the railways to undertake transport s tvico. 
The railways, therefore, charge according to what each of the Iraffio 
items can bear to pay. The losses incurred on moving coal arc more 
than made up fay gains made from gold, since gold can bear a 
much higher chage than coal can. 

Similarly, retail shops charge verij liillc profits on standard goods 
the prices of which arc more or less uniform and can be eosilif aiccr- 
iained. They 'male up by charging high prices of sp'-cialitics lhal 
appeal to individual fancy. Producers of such goods and services seek 
to meet the primary and supplemontaiy costs along with fair profits 

not on every mdividual item but on the total transactions undertaken 
by them. A umform rate of profits will discourage many customers 
and will not give the producers or sellers maximum returns. 

The case of alternate supply or alernalivc products is closely 
connected with the above. When the same factors of production can 
4 be used for supplying mote than one product the producer will tend 
to supply those items which give him the maximum advantage. This 
is an extension of the case of joint products when, several combina- 
tions are possible by changing the proportion of one or more of the 
products concerned. The producer reduces his activities in lines in 
which he meets loss and substitutes for these lines which are more 
profitable. In this way by varymg the supplies the producers can 
ii^nence their respective prices. When the producer is a monopolist 
his powers of influencing prices are much greater than when he is 
only one of the many suppliers. In the latter case he adjusts his 
supply to price prevaiUng in the market. But if a large number 
of producers produce one good at the expense of another their conduct 
^ will affect the prices of both the goods concerned. In this way 
the original diiierences in the profits of the two lines of activity will 
tend to disappear. 

An example will make this clear. Suppose a shopkeeper finds 
that selling of razor blades at the prevailing price gives him little 
profit while selling of toilet soap is much more profitable. He will 
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increase the supply of soap and decrease the supply of blades.’ Sup- 
pose a large number of sellers (or producers) come to the same con- 
clusion. The supply in the market of blades will be greatly reduced 
hence their price will go up while the supply of soap will be greatly 
increased and its price will go down. This will continue until the 
normal profits from both these lines of business will be equalised. 

In actual fact, however, the sellers may go on selling blades at 
nominal profits to attract customers and more than make up by 
selling fancy toilet soaps at high profits. In such a case the disparities 
of profits in the two lines will continue. 
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OUAl'TER XXni 
VALUE UNDER MONOPOLY 

1 . Introductun. In our study of value in Iho previous three 
dmptora wo assumed that perfect cynp'tilbn provnilod among the 
buyers os well as the sollor-*. In this chapter wc shall aa=utno the 
oppouto condition, i.r., that of monopoly- Broadiy speaking th« term 
monopoly is used to ''cox-er any offeolive price control, xyhother of 
supply or demand, of =er\Mccs or of 200 Is ; nirrowK" it is u'ed to 
mean a combination of minufacitirors or merohints to control the 
supply price of commodities or servant".* In a previous chapter wc 
have seen the various forms that suoh combinations take. 

Since bnycr’s monopoly (oi monopsony, as it is 50 mctime.i called) 
is very rare wo shall give our main attention to selh'r’' monopoly. 
To start with wo ahall a«sume-canditioiiP of perfect monopoly in which 
the seller has complete control of supply. In actual fact, iion-mcr, 
prefect monopoly is as rare ns perfect competition. In real life 
what exist arc the varying degrees of competition, ranging from 
almost perfect monopoly on the one hand to almost perfeil competi- 
tion on the other. To grasp the essential principle of monopoly 
value, however, it is necessary to assume perfect monopoly, just ns 
wo assumed perfect competition to understand the essential princ'- 
pIcB of price under competition. In tho next chapter wc shall .study 
mtermediato cases, which ore more fyoica! of real life, of “iraperfeot 
competition” or ‘‘monopolistic competition” ns tiicir condition 
is variously called. First of nil Jot us see how monopoly conditions 
arise. 

2 . How Monopolies May Arise. Monopoly may arise duo to 
any of the following reasons ; — 

{{) ^ Liffil cauic ’. — Legal oaiiership of n particular r.iw inatori.al 
may bo in one or a few han'ks. Law may confer monopolv of 
producing a particular pood or a scrrico, c';/., patents and copy- 
right articles, gas, electricity and water supply, pustal services, etc., 
are of this kind. 

(tt) Natural causes, borne regions or countries mav be tho 
sole or chief producers of a commodity, c.?., juto in India and Pakis- 
tan, diamonds in South Africa, nitrate in Chile. Those countries 
have control over the mapr portion of tho supply, hence have mo- 
nopoly power in price determination. 

(in) Economic causes. Along these are combinations consciously 
formed by tho producers of a commodity for tho sake of restricting 
supply and realising monopoly profits. Tho various trusts and kartels 
studied in a previous chapter fall in this category. 

J 
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Another oconomio cause is the necessity of largo capital equip- 
ment for the production of a > commodity. The largest producing 
unit secures the largest economies of scale and ends by eliminating 
competition. 

If an industry yields important economics of large scale produc- 
tion, the total demand for its product may be less than the optimum 
output of a single firm ; or a few firms of the oirtimum size may be 
able to supply the whole* of the consumer’s demand. In such a case 
unless government interferes, high prices and high profits may not 
attract other competitors. The potential rivals will realise that if ' 
they entered’ such’ a business they will not only reduce the existing 
normal profits, but the price may fall so low as to make it impossible 
to cover their costs of production, e.g., electrical current supplied 
through capital outlay, railways requiring enormous capital . 

3. Evolution of the Theory of Monopoly Value. It was 
admitted quite early in the history of economic thought, that situa- 
tions could exist where the producer could charge prices above their 
-costs of production by restricting the supply of a commodity. Cantillon 
and Adam Smith both recongnized the possibility of price rising 
above or falling below production costs in the short period. Due to 
natural scarcity products could bo sold -above costs permanently. 
But Adam Smith thought the monopolist charged the maximum 
price that ho could extract from the buyer, in contrast to the pro- 
ducer under competition who charged the minimum ho could afford 
to charge. Adam Smith failed to take account of the elasticity of 
demand. , 

Ricardo paid little attention to mono poly except as regards 
the influence of scarcity in the case of non-reproducible goods and 
of rent which ho ragardod as monopoly price. 

Senior paid some attention to monopoly, but did not elaborate 
his ideas in' any detail, 

J. S, Mill mentioned cases of abnormal profits by patentees and 
others. 

Cournot, a French contemporary of the later English classical 
writers, however, showed a remnrakhlo grasp of monopoly value. 
He show’ed by illustration how a monopolist fixed the price at a level 
where profit per unit multiplied by the number of units sold is at the 
maximum. Thus he paid adequate attention to elasticityof demand. 
He also anticipated some of the . recent ideas regarding imperfect 
competition. 

Marshall gave a comprehensive treatment of monopoly value and “ 
showed that the monopolist does not always try to obtain maximum ■ 
net revenue. In some cases, according to him, the reason may be 
philanthropic but in others fear of State intervention or of substitutes 
or public opinion may stand in his way. When monopolies are 
publicly owned the authorities have to consider interests of con- 
sumers which are often the same as of the owners. 

More recently, as we have seen, the emphasis is .on imperfect 
competition rather than on pure monopoly. 



VALUE UI^DER MONOPOLY 


289 


n 


The following is a simplified numerical illuslration 


Price 

Units 

Total 

Marginal 

Units 

Total Average 

■Margi- 

Rs. 

Demanded Revenue Revenue supplied co.st 

cost 

nal cost 


(Dor,.) 

(Rs.) 

• , ’(Rs.) 

(Doz.) 

(Rs.) 

(Rs.) 

(Rs.), 

9 

1 

9 

9 

9 

' 81 

9 

17 - 

8 

2 

. 16 

- ■ 7 

8 

64 

■ 8 

15 

7 

f 

- 3 


5 

i 

49 

7 

13 

6 

4 

2t 

«> 

0 

<•36 

6 

11 

6 

6 

25 . 

1 

5 

25 

5 

9* 

. 4 

0 

24 

—I 

4 

16 

4 

7 

3 

■ 7 

21 

—3 

3 

9 

3 

5 

2 

8 

16 

O, ' 

2 

. 4' 

2 

3 

1 

9 

9 

. — 7 

1 

1 

. 1‘ 

.1 


• In the above table prices, units demanded and units 'supplied at 
each assumed, total cost is also assumed. The, other 

figures are obtained as follows ; — 

(а) Total Ilevenue=:PriceX units demanded. 

(б) Marginal- Revenue : total revenue for 1 unit is ft, total 

revenue for 2 .units is 16, marginal revenue for 2 units 
is 16—9=7 and so on. 

?(c) Average Cost : Total Co3t-^unit supplied. 

' (d) Marginal cost : Total cost for 8 units is 64. ^ 

Total cost for 9 units is 81. 

Marginal cost for 9 units is 81-64=17. 

If we assume that the unit of 1 doxen cannot be split then mono- 
poly gain- wilt bo made largest if three units arc produced and sold, 
since this is the output which makes marginal revenue and marginal 
cost equal. Thus ’ , 

. , ‘ Net monopoly* 


Units.. 

Total 

Total 

revenue. 


revenue. 

cost 

(Total revenue minus 
total coat.) 

1' , • ‘ ' 

9 

1 

8 

,-.2. . 

. 16 

4 

12- 

S ' 

2-1 

0 

12 

- 4,,. 

24 , . 

16 

8 

,5; 

' nn 

I 

.25 

0 

. 6 , 

24 , 

36 

—12 

7 ■ 

.21 

. 49 

—28 

. 8. ' 

16 

64 

—48 

9 ■■ 

' 9 

81 

—’■.2 


,,In.tho above illustration monopoly revenue is maximum for 
three Units and also for two units. - If the unit could bo indefinitely 
divided this arithmatioal inaccuracy could bo eliminated. The most 
profitable output in' fact, upder the above conditions aliould'bo 2|^ 
units, i.e,, between 2 and 3 units. > « 
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' 6 Optimum Output Under Monopoly. It la important to 

note that the oplimum output (output giving ra^imum profit) is 
smaller -under monopoly thm unde' ' competUhn. Wo have already 
seen in an earlier chapter, that under perfect competition an indi- 
vidual producer is incapable of appreciably aiTccting jirico by varying 
the amoum; of his output. This is so because his output forms an 
insimiifioant proportion of the total supply. He, therefore, produces 
an amount for which his marginal cost equals to the {mice preamilingi 
in the market. If his amount is less than this, he will gain by pro- 
ducing more, if it is more than this, he will benefit by producing 
less. 

The case of the monopolist is different. When he increases bis 
output, he has to lower his price to sell the additional output- It is 
thus not only the price of the additional output that falls but the 
price of his total output goes down. Since fits output affects the price 
at which he can sell, price is not a given factor for him as it is for the 
man producing under compitition. He therefore cannot expand hi> 
output to the same degree as the producer under competition can. 
Ho can only expand it profitably up to a point at which his marginal 
‘ cost equals hia marginal revenue. This point an-ives earlier for the 
monopolist than it docs for the man producing under competition. 
This is 80 beoguse his additional output lowers the price of his totol 
output while for the producer under coroiiotition the price remains 
unaffected. Hones the monopolist -must sto)) expansioo'of his out- 
put at a point earlier than the producer under competition would do. ■ 
The same reasoning applies when the producer is producing under 
imperfect competition. 

The table on page 291 illustrates this point clearly. Here 
conditions of perfect and imperfect' competition arc compared.' What 
is true of imperfect competition is true with greater force of mono- 
poly. 

The table shows tbht under perfect competition demand price 
fCbl : (e)J remains constant, since increase in emtjiut of any inividual 
firm does not affect price appreciably. Since demand price is 
constant marginal receipts (or marginal revenue) is also constant 
for the producer under competition. Output will expand up to o, 

■ point where marginal cost is equal to the demand price, f.c., up to 11 
nnits. 

Under imperiect competition, as output expands demand price 
fCol ; (h)] goes down, therefore marginal. revenue also goes on decreos- 
ing until it beimmes iiegati'ye. In this case the producer must stop 
expansion at / units. If he produces more his marginal costs w'll 
exceed his marginal revenue. At 7 units thev are approximately 
equal. 

Notice that for the producer uuder competition marginal receipts 
(or marginal revenue) is the same thing as demand or market price- 
For the monopolist or the producer 'under imperfect competition they 
are not the same. For 7 units (optimum output) clemand price is 
higher than the marginal ceat. ' 
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Cost Conditions ^ Demand Conditions 

Assumed under identical Perfect and Perfect Compecitioii „ Imperfect Competition 

Imperfect Competition. ■ 
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MODERN ECONOJIIC THEORY 


7. Laws of Return, Elasticity of Demand and Monopoly Price. 
Wc liavc seen in an earlier chapter that addiUonal tinits of a com- 
modity may be forthcoming at eonstant costs, increasing costs, or 
^decreasing co<-ts per unit. How far does thi.s fact modify the theory 
of monopoly value ? The principle of price determination remains 
fundamentally unchanged. The monopolist will in every case try 
to fi.v a price or produce an output which gives him the' ma.vimum ' 
monopoly revenue. In every case lie will achieve this by pushing 
Ids output to a point where his marginal revenue equals his marginisl 
costs. The Law.s of Retuni, however, along with elasticity of 
demand will determine whether this will happen at a smaller or a 
larger output. 

In each case, therefore, the monopolist will have to keep two 
factors in mind : 

niarginal cost behave with increasing output ? 

which Law of Return is at work ? o i 

(i) How does the clasticit}’ , of demand of consumers of the 
commodity behave ? 

Thus ; — 


produced under the Law of Constant 
Return, the elasticity of demand will determine wliethcr more or less 

S verv is constant. If the demand 

IS verj clastic (t c.. extend rapidly with a slight fall in price and 
contracts quicklv with a slight rise in price) then the CnipS 

hi' tfrice "Tf t h’o of his capaoitv and fowor 

his price. If the demand is inelastic it will bo to his advantage to 
restrict supply and charge high prices aavania^^o to 

it will hi to the '^rdrantage of " Increasing Return, 

put and sell it at a low price ^ produce a large out- 

wben the article produced unde^r on 

meets avith very dastiriand (Increasing Return) 

to the foRowi^ cL^hisbo'’i^rIeard- “P- . '5°“® ’ 

under monopoly. These are ^ ^ Hio- determination of value 

Competition so'far as they have Imperfect 

Li ‘>‘ 1^0 an element of monopoly in them. 

determined bv^beTnteradfo'n of de monopoly is also 

there is this -difference thft?h/= i"- 

monopolist' He lias two nU^ orider the control -oT the 

andleUlhequanmytobfso^^^^^^^ 

consumers at that price or (tjl to demand of the 

P ^ 1**' to fix the amount to be sold (or 
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produced) and leave the price (to he determined by the forces of 
'demand in relation to this \ supply. He cannot do both -of these 
things. ' , / , 

(b) If the monopolist fixes a very low price he can sell a larger 

number of units than.he would at a higher price. If he fixes a 
high price his receipts per unit aviII be high but he will sell fewer 
units. Ho\V 4 demand will vary in response to variations in price will 
depend upon the elasticity of demand of the consumers of the 
'commodity in question. In the case of inelastic demand he will fix 
a high price. But if the demand is elastic, a lower price will bring 
him the maximum monopoly revenue. < ' ^ 

(c) It will be to the interest of the monopolist to aim at maxi- 
mising his total monopoly revenue. He will, therefore, try to fix a 
price, which makes his net revenue per unit multiplied by the number 
of units sold, a maximum quantity. 

(d) If the commodity in question costs him nothing, the 
monopolist will" expand his sales up to a point ‘where his marginal 
receipts become zero. This is so becau se even’ pcsitive marginal 
receipt will add to his monopoly Revenue, there being no costs to 
cover. 

(e) If the production of the commodity' involves costs of pro- 
, duction then the monopolist wiU produce that quantity of output of 

which his marginal receipts are dqual to his marginal cost ofiproduc- 
tion. This will bo so whichever law of production is at work in the 
production of the commodity concerned. The most profitable 
amount of output, however, will be smallest when the Law of 
Diminishing Return in production meets with a very inelastic 
demand. It will bp largest when the Law of Increasing Return in, 
production meets with a very elastic demand. In the former case 
a high price with^a small output and in the latter case a low price 
with a large ouiput will maximize monopoly revenue. 

( / )Under perfect competition “ marginal receipts ” and selling 
price are the same since by selling more or less on the part of a 
seller under competition price remains unaffected. Under monopoly 
(and imperfect competition) since sale price falls with increased 
sales, at the optimum output (output giving maximum monopoly^ 
revenue) the marginal receipts or revenue will be lower than the 
selling price. . , • i 

(g) Other things being equal the ’optimum output will be of a 
smaller amount for the producer under monopoly and imperfect 
competition than the one producing under perfect competition. This 
is so because under imperfect competition, production must stop 
earlier than’the point at which marginal^ cost becomes equal to 
selling price. The producer under competition can push his ' sales 
until his marginal cost is made equal to the prevailing market price. 

9. Price Discrimination. So far we have assumed that the 
monopolist charges only one price from all the purchasers of his 
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commodity. This is generally not the case. The monopolist can, 
and some monopolists do, charge" difTerrnt prices from different 
people, provided these people form “ different mnrhets " or belong to 
nhnt are ealled non-eompcting groups. Tins is known ns price dis- 
crimination. 


Price discrimination may he (a) personal, (b) local or (c) accord- 
ing to trade or lue. It is ])crsonal svlicn different prices' arc charged 
from different por<=oifs usually according to tluir economic position. 
It IS local when the price vnric= according to locality {eg., dumping). 
Discrimination is according to use when different prices are charged 
according to ufcs to which the commoditj' is put, «. g., electric 
rnrrent is usiinlJj’ sold cheaper for industrial uses than for domestic 
piirpases. 

nisen’mination is possible hccaiis'' of the variations in the inten- 
sities of demard for the same commodity. The.sc enable the mono- 
polist, if he has complete control of supply, to divide the demand 
into ^ scries of markets acc'ording to its intensity*. He can thus 
rhnrpo higher prices from those who ran afford to pay higher prices 
and lower from tho'e who are only able to pay low er prices. This 
tan obviously happen only if the commodity’ cannot bo transferred 
from the cheaper to the dearer market. 


A few illustrations will make this point clear. In the ca'c of 
eeitain, books, the first edition is issued at a high price. Those 
whose marginal utility (intensity of demand) for the book is vciy 

srcLd'^ed t^is edition is exhausted f 

second edition is issued winch is priced lower than the first. Pcopli 

of lower marginal utility ako can now purchase the book. Tliii 
Pennlf wiVh sevepol times and a very wide sale obt.ined 

/di'Mnns In intensity of demand will not wait for chtape: 

of the consnmoPr*^"'" nioriopolist appropriates the major portioi 

foint nfw™ % increases his monopoly revenue to i 

pome otnerwiso not possible. ^ 

to one’s mind. A docto 
fares^n^the MiIwa°r‘*'"F person’s income, different classes o 
nronnrtioT, ^ ‘""ea-'e in comfort is not fully ii 

' be made in tlie charged. Similar discrimination mai 

traffic will bear ” Tr^ according to the principTo of “what tbi 

am nied ErW f • cigarettes, for instance 

cheaner “ OrerKpns marketsjike India. Certain books havi 

catcloiy as we shall prSSluy ’eel"’ falls in the sam. 

a comlSy°oTilC he to the advantage o 

nsrfnl in ihn rsu ^ rrJ! ^ Particular service mav be ver] 

'7. “?”«), “i' 

receipts again may be low due to meagre sales. The commodity mav 
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thus not be produced at all. If discriminatory prices are charged 
the total receipts may be adequate to meet the total cost with profit. 
Thus every one may gain by producings such a commodity when 
discriminatory prices are charged. 

When discrimination takes the form of dumping it is regarded 
as an obnoxious practice. ' 

10. Price Discrimination by Dumping. Dumping occur§ when 
‘ prodilcers* (usually monopolists) of one country sell their goods in 
another country at prices below those charged from the consumers 
in the countiy of origin. In some oases it may pay a monopolist to 
sell his commodity in the foreign 'market below his cost of 
production. 

The mqnopolist may have several motives for dumping (a) to 
dispose of an overstock casually produced due to wrong judgment 
of demand, (6) to develop new trade connections by charging low 
prices, (c) to drive corhpetitors out of the foreign market whether 
foreigners or native producers and {d) to reap economies of large 
scale production. 

An extreme case of dumping may be illustrated as below : — 

s / 


(Sale price 

Cost price. 

Home Market 

No. of unite 

Net Revenue. 

Bs. as 

Rs. as. 

‘Rs. 

as. 

10 0 

5 0 

100 

500 

0 

9 U 

4 12 

150 

760 

0 

, 9 4 

4 8 

200 

950 

0 

8 8, 

7 12 

4 .4 

250 

1062 

8 

' 4 0 

300 ■ 

1125 

0 

7 0 

/ 

3 12 

350 

1137 

8 

5 12 

- 3 4 

400 

. 1000 

0 

4 8 

2 12 

450 ' 

787 

8 


It will be seen that if the monopolist only^ produced for the 
home market he would produce 350 units and sdl them at Rs. 7 
a unit. This will give him the largest net revenue, i, e,, 
Rs. 1,137-8-0. 

Suppose he produced 450 units instead of 350. His total cost 
will be Rs. 460 K 2|=R8. 1,237/8/0. For 350 'units his total coat 
would have been Rs. 360 X 3^=Rs. 1,312/8/-. 

Thus the monopolist can lower his total cost by Rs, 76 (Rs. 1,3121 
Rs. l,237J) by producing 100 units more,. 

It will be to his advantage to produce these extra 100 units even 
if he has to destroy them. He can thus sell all these additional p 
units in a foreign market with profits if he can charge a pride just 
over the cost of transporting them. No foreign producer can compete 
with him at such a price. 
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Such a bi!i advantage, however, is rare. We took an evtremo 
case to illustrate ihe principle involved. Jloreove^ if the difference 
between the homepwce and the foreign price is greater than the cast 
of transporting the commodity back to the country of its origin, the 
commodity may be re evported. unless high tariff walls stand m the 
way. Foreign countries usuallv raise high tariff walls against dump- 
ing especially if it affects their on n industries. 

° 11. Is Monopoly Price A High Price 1 Wo have seen that 
monopoly power enables a monopolist to restrict his output and 
charge a price higher than his marginal cost of production. Compe- 
titive price tendo to equal the marginal cost of production of the 
commodity concerned This, however, docs not mean that monopoly 
price is neocs^iarily and invariably higher than pompetitivo price. 
Several influences may keep monopoly price down and in some 
ca<=es may bring it to a level lower than would be under competition. 


The monopolist may be able to produce an article at a flower 
cost per unit on account of the evceptional advantages that he may 
enjoy as regards the scale of production, in advertising, marketing 
expenses and other overhead charges. Thus even though be may 
charge a price higher than his own maiginal cost it may be lower 
than would be the marginal 'cost under competition. This is the 
case especially with industries using large and expensive indivisible 
equipment, and the demand for the products of which is clastic. 
Expansion of output m such industries reduces cost per unit and 
larger output can be sold at remunerative, though low prices. 


Normally, however, monopoly price is rarely lower than price 
under competition. But this does not mean that monopoly price is 
inordinately high price. As we have seen, there are serious limita- 
tions on the powers of a monopolist. He is not always able to charge 
prices which would theoretically maximize his profit. Apart from ' 
the fact that the monopolist may bo ignorant of the 'level of 
price which gives Jiim maximum returns due to dilEoulfies of assess- 
ing the factors involved, there are certain considerations which few 
monopolists can ignore. These we have already referred to in an 
earlier section and may be noted again — 

(а) No monopoly is perfect. The foar of competitors in the , 
same line or producers of substitutes has always a restraining influ- 
ence. If monopoly price becomes excessively high, either consumers 
will take to substitutes or rivals will appear, somehow or the other, to 
exploit such a favourable field of activity. The American Sugar ■' 
Refining Company, for instance, had to buy out competitors time 
and again, who came into the field due to abnormally high prices. ^ 

(б) The consumers’ sovereignty cannot bo ignored. Apart from 

the substitutes that may bs available (e gr., coffee for tea) the con- , 
Sumer may entirely dispense with the particular kind of service. In „ 
other w'ords the demamd may be very elastic and the fear of its con-, 
traction may keep monopoly price down. . , , O , 
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/ 

(c) The third consideration is the fear of State intervention. If 
the authorities think that the monopolist is unduly exploiting the 
public, they may intervene. In such cases the State may fix a 
maximum price or undertake to supply the service itself, e.g., public 
utilities like electricity, gas and water supply. 

(d) Buyers’ monopoly is another restraining influence where it 
exists. . 

But in spite of these restraining influences monopoly prices are 
generally higher than competitive prices. Human nature being 
what it is, a monopolist cannot resist the temptation of charging 
higher prices when he can do so. He can reap economies of scale, 
he has not to incur heavy expenditure on publicity and advertise- 
meat, ho is therefore in a position to charge less but he does not. 
Monopoly price thus need not be higher but it is. 

Select References 
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such a firm ma}’ uot expand. Its expansion no donbt will r^ult in 
lowering its marginal cost but it will also lower its price since its 
output appreciably affects price. It is quite possible that the loss 
incurred on account of lower price may more than balance the gain 
from the larger sales. The firm may thus have no incentive to 
expand. Thtis inefficieni firms may continue io etcisl when competition 
is imperfi’ct. All firms thus will mot tend io be of ike optimum six. 
It will also be clear from the above that under imperfect compttition 
the number affirms in an industry may be larger than that under perfect 
eompelUion. This is so because inefficient firms tend to be eliminated 
under perfect competition. Under imperfect competition efficient 
firms mav not be able to drive inefiicicnt firms out of the market. 
Because to do this the efficient firms will have to lower their price 
considerably to overcome the prejudices of the customers of ineffi- 
cient firms. This the former might not think worth while doing. 
A slight reduction in price under perfect competition, on the other 
hand, woufd, by attracting all the customers of the inefficient firms, 
drive them out. 

Thus when competition is imperfect there may be a large number 
of firms each producing an output which is less than the optimum. 
Most of them may be earning more than normal profits. The mono- 
poly here may consist only in the fact that each has a semi-indepen- 
dent market protected by transport costs, ignorance or goodwill of. 
the buyers. Under such conditions it may be to the advantage of 
the community if the industry is concentrated in the hands of a 
smaller number of firms. By reducing their number each firm will 
become optimum with larger output and lower costs and price. 

This brings us to the wastes of imperfect competition. 

7. Wastes of Imperfect Competition. Some other evils, other 
than those noted under monopoly^, are associated with imperfect 
competition. Superficially, these are sometimes considered “wastes 
of competition” but they can more fitly he described as “wastes of 
monopolistic conditions-” or of imperfect competition. These are 
mostly due to what are technically called irrational buyers’ prefer- 
ences, i.e., buyers’ preference of a commodity or a shop due not to 
any real differences in quality but to irrational factors like habit, 
prejudices or ignorance. Some of these cases are given below, 

(a) Expenditure on competitive advertisement is usually 
regarded as a waste of competition. In fact it is due not to perfect 
bnt imperfect competition. If competition is perfect there is no 
need for such expenditure to be incurred, because then each firm 
can extend its sales by lowering its price only a little. Under 
imperfect competition much larger reduction of price will he 
necessary to overcome the irrational preference of consumers. It 
pays, therefore, to spend money on advertising and thus persuading 
the consumers that the product of the advertising firm is better 
than that of its rivals. Such expenditure is a waste from the point 
of view of the'eommunity. 


1, Chapter XXlJ, See, IS. 

2, Mendo : ■Economic Analysis and Policy, pp. 165-I6S. 
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(6) Another similai wastfe is ‘expenditure’ on cross "transport, 
A firm in the north of India may be selling a commodity to the con- 
sumers in the south. At the same time the same (or substantially 
the same) commodity is^perhaps being sold by a 0rm located in the 
south to consumers living in the north. This state of affairs is also 
due to the absence of perfect competition, which in its '.turn is due 
to irrational buyers’ preferences. If competition was 'perfect the 
firms in the north would have attracted aU the buyers in the north, 
and the firm in the south all the buyers there, by a slight lowering 
of price. TJiis would have saved the cost of the transport. As it is, 
the firms deem it worth while spending considerable sums on adver- 
tisement and transport coat, rather than reduce price adequate 
enough to attract the neighbouring consumers with irrational 
perferences. 

'(c) A third waste of imperfect competition is the failure of each 
firm in an industry to specialise in the production of those things.foi 
which it is best suited. Under perfect competition such a specialisa- 
tion would naturally take place, provided it led to any real 
economies. Under conditions o f imperfect competition, since each 
firm has to spend money on advertisement or to sell at considerably 
lower prices in order to attract customers from its rivals, “each firm 
may find that it pays it better to produce varied assortment of types 
and qualities to sell to its own particular customers, rather than 
to face the cost of attracting a large number of customers for one 
type of product alone. 

[d) Still another waste of imperfect competition has already 
been noted. This is that under -such conditions the efficient firm 
which can produce at lower cost may fail to drive out the inefficient 
firms as would happen if competition was perfect. If competition is 
perfect the efficient firm (or firms) will increase output until the 
price comes down to the marginal cost of production at which the 
inefficient firms will not be able to supply. But if competition is 
imperfect and the efficient firm has to .spend considerable sums to 
attract consumers from inefficient rivals or it has to lower its price 
considerably to achieve the same end, it might prefer not to drive 
out the inefficient firms even though the latter were charging prices 
higher than the marginal cost of the efficient firm. 

(e) Finally, imperfect competition may prevent that standardi- 
zation of commodities which is essential if the most efficient methods 
of production are to be adopted. Different types of cars may be 
produced by a large number of firms each at a high cost*of produc- 

/ tion. If only a few designs were produced cost per unit could be 
lowered considerably due to economies of large-scale production. 
Under perfect competition such large producing units would emerge. 
Under imperfect competition no producer would take the risk of 
producing any par^cular design on a large scale since the cost of 
attracting buyers from his rivals would outweigh the advantages of 
scale obtained by producing the larger output. ' . 


1. Moade, op. cit p. 167. 


CHAPTER XX^’' 

DISTRreUTION : GENERAL PRINCIPLES 


1. Introduction. By ‘‘Distribution” in tho present context, 
we do not mean the distributiro activities of traders and middle men 
by means of n-ldch giods pass from the factory to the wholesale and 
retail markets and then to the consumers. These activities are 
covered under production. Tho process of production, wo have seen, 
does not end until tho commodity is in tho hands of the final con- 
sumers. ‘‘ Tho economics of distribution.” in tho words of Chapman, 
" accounts for tho sharing of the wealth produced by a community' 
among tho agents, or the owners of the agents, which have been 
active in its production 


In a primitive society the productive process is so simple that 
all tho factors are supplied by one and tho same individual. Tho 
question of distribution, therefore, docs not ari-e, or at any rate 
does notirequiro much explanation. But as production becomes 
conyilex and the various agents achieve specialisation, thov have to 
bo drawn from different sources and must be paid their due remu- 
j became also difficult to attribute any particular portion 
ot the product to any particular factor. The problem becomes 
complicated and requires careful study. 

2. Need for a Separate Theory. Jfarshall justifies the need 
hnm d'stribution on the ground that ‘‘free Jiuman 

mnK''® principles ns a 

ZtM hJ n continues, ‘‘there 

^ ^ distribution and tho 
rkiirn nf production would reap a 

production with srear 
flilums to ndi, f bad been made for casual 
hLman beiS ht bowevor, not only 

to neonl^r fl^riv bke land, are subject 

insfanco sLak ®"PP^y- Wo cannot for 

bowever\Stiv^re^:S 

Sense that, for 

nnee does not dAn ean be increased, but its supply 

price does not depend upon Its marginal cost of nroduotion in^tho 
carbrtTe matZ!'*"' of other commodities. As^ for labour wLt 
^ 0-^ post of production of a human being ? Human 


Sip Sidnoy Chapman : Outlines of Political Economy, p. 27S. 
Marshall ; Principles of Economics ; Stli Ed. p. 601. 
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beiags aro not produced on busincsa considerations. The same is 
true of enterprise. 

Tho Theory of Value which explains the determination of the 
value of commodities is not applicable in its entirety to tho determi- 
nation of tho value of services, i.c., in the determination of the share 
of the various agents of production out of the National Dividend. In 
two respects the two theories, eu.. Theory of Value and Thcorj’’ of 
Distribution, resemble : (1) On tho demand .side tho value of both 

commodities and services .is doierminod by 'marginal ntility or 
marginal productivity; and (2) the immediate effect on value of n 
change in supply is also similar, vi:., increase in aupjdy will decrease 
its value and rice versa. 

Tliero are, however, important differences on . tho supply side, • 
especially as regards tho effect of price on supply. In ^tho case of 
a commodity if the price goes up, supply. tends to increase to take 
advantage of the prevailing high price. But this cannot happen in 
the eofio of an agent of production. If for cxamj)lo rent or wages 
go up the supply of land or labour, respectively, will not increase. 
Wages- may rule high, it will not load to increase in population piat 
as tho high price of wheat leads to increased production of wheat. 
Similarly, if tho price of wheat falls leas wheat will bo produced, but 
if wages fall, it docs not follow that less children will be produced. 
The fact is that changes in population are not governed by economic 
considerations. Thus tho supply of an agent of production 
does not quickly roao't to' the changes in' its reward or remuneration. 
The supply of an agent cannot ns readily be adjusted to tho changes 
in demand os that of a commodity. Further, the cost of production 
of an agent of production cannot be ascertained. As a matter o'f 
. fact it looks rather odd to speak of cost of produotion in the case of 
an agent of production, say labour. What can you asy about tho 
cost of ])roduction of a worker or an acre of land ? Hence though 
in the case of a commodity, wo may say that value in tho long tun 
tends to ' approximate to cost of production, yet such 
approximation is out of the' question so far as an agent of 
production is concerned for the simple reason that the cost is not 
ascertainable.' Thus those who supply services, rather than com- 
modities, have no data to determine whether they aro being only 
rewarded by tho prevailing prices. The adjustment of sxipply of 
agents of production to fluctuations in demand for their services 
is a complicated affair and docs not admit of an easy or exact 
analysis. 

In spite of these qualifications tho general, theory of demand 
and. supply does apply to agents of production. '^But “since it re- 
quim essential modifications ' it ' is necessary to Imvo a separate 
theory of distribution as distinct from tho theory of value. 

Tho conditions of supply of fadtors of production not only differ 
from those of ordinary commodities but also differ as between tho 
factors themselves. It will be necessary, therefore, to study each of 
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them separately. We shall have to see how rent, wages, interest and 
profit as rewards, respoctiveU', of land, labour, capital and enterprise, 
are determined. As far as the conditions of demand are concerned 
they can be explained in more or less similar terms, and a common 
theory can bo applied to all the factors. That Theory— the Marginal 
Productivity Tlieory which is analogous to the Marginal Utility 
Theory of Value — we study in the present chapter. 

We shall proceed as follows as far as this preliminary discussion 
Is concerned : In the first place, we must get a clear idea of what 
actually IS distributed, in other words what really is meant by the 
National Income or National Dividend. Secondly, we must explain 
the agencies through whom distribution takes place. Thirdly, we 
shall expound the general principles according to which the share of 
each factor is settled. 


_ 3. The National Dividend. National Dividend has been 

variously defined, _ " Nalio-iat Diridend, " saya Pigou, “fa thal 

oarlof the^ objccthe income of the community, including of course 

income derhed from abroad, which can be m'^asured in money’' Thus 
accordmg to Pigou in estimating the national dividend only those 
goods and services should bo included whmh are e.xchanged in the 
mar et definition would exclude the ecrriccs that one renders 

W ope 6 seN, to members of one’s family or friends without payment, 
bimilarly, free benefits derived from public property like parks and 

This definition is a very 
One is mentioned 

dfvide^nd lij® housewife the national 

for her serviooT+n*^^^ it. no longer to pay 

er services though the same services are still being rendered.^ 

other7S®tZii.^'f'^“®!i® dividend in terms of goods produced 

coSv aSoff "The labour and capital of the 

net aaarefai/nf^ ^ natural resources, produce annually a certain 
servic!!^ all immaterial, including 

the National Diiid^'nit mu'* National Income or 

thafolt of the S' qualification -nef is used to indicate 

amount to ntovide for produce must bo deducted a certain 

other out of plant and 

ment m^ be add^.°'^'’ ^ income from foreign invest 

(hat part ofl^ other hand, the true national income is 
year Fisher’s defi mi mhich is directly consumed during the 
4m-®t sTnee It i S^to is more W 

during the vear thm to goods and services produced 

Marshall! noints out <1 “H® l'®t of those actuall 5 ' consumed. 

I. Mnreball, op, cit p 624. ~~ 
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'' ' - ' 

the basis of production • is, therefore, roughly identical with that 
based oh consumption. 

4. Measurement of the National Dividend. As regards 
Edeasurenient of the national dividend three methods are 'usually 
suggested ; , . 

(а) The first method is called the censvs of production method. 
Estimate the vhluo of all produce, industrial or agricultural,' raised 
during the y6ar. Make allowance for depreciation or replacement 
of the assets. How replacement is allowed may be illustrated by 
an example. Suppose at the beginning of the year a machine of 
the value of Rs. 10,000 is employed' and it is estimated to last ten 
years. Then at the end of the year, its depreciation will be 
Rs.1,000. This must be deducted from its total product in order to 
arrive at its net product. Similarly; allowance, will have to be 
made for the using up of circulating capital in the . form of various 
raw materials and for the exhaustion of the soil,’ .mines,' etc. ' 

(б) The second method consists in adding together the incomes 
of persons, •who pay income-tax and those who do not . pay the tax. 

(c) The ' third method is that of occupational census. This 
consists in estimating the earnings of all the persons employed in the 
different productive activities in the country. 

While estiihating incomes, rather money incomes, the value bf 
gifts against which no services are rendered should bo excluded. 
Similarly, should be excluded interest on the internal unproductive 
debt, old-ago pensions,’ incomes earned by fraud, etc. Moreover, 
precautions should be taken against double counting, t. c., the same 
income may not. bo counted twice. 

National dividend is a _flow and not a fund. The nationkl 
dividend thus derived is the source from which all the factors of 
production must receive their rewards. It is at once the source of 
remuneration for, and the result of the efforts of, the various agents 
of production, ' , . 

It should, however, be noted that the national dividend is not « 
fund ; it is a, fUxw as Marshall puts it. It is not first produced and 
accumulated and' then distributed at .the end of the year. Purchas- 
ing power is being distributed in the .form 6f rent, interest, wages 
end profits, and as commodities and services flow out of the prbdnc- 
tive:8y8tepa they are constantly being purchased by the holders of 
the purchasing power in the market. Thus the national dividend is, 
constantly being produced and consumed. At the end of the year 
there may be nothing in the way of < the surplus to show. Capital 
may have been kept in tact and the rest may have all been consum-, 

, The dividend, jin that case, would be represented by all the , 
utility enjoyed by the community during the year. 1 ' 

In the words of Marshall, the net aggregate of all commodities 
produced is itself the true source from which flow the demand prices 
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for dll tbcfe comm^Jitios, and.fthercfore, for the agents of production 
used in mnhing them. Or to put the samo thing in another tTaT, 
this national dividend is nt once tho aggregate not product of, aiid 
the sole source of payment for, nil the agents of production within 
the counlrj ; it is divided up into earnings of labour, interest of 
capiiftl, and lastly the producer’s surplus, or rent, of land and of 
other chlTercntial ndvnnl.ngcs for production. It constitutes the 
whole of them , and the whole of it is distributed among them ; and 
the larger it is, the larger, other things being equal, will be tho share 
of each of them.’ ^ 


It should further be remembered that this division does not 
tahe place among thejndividuals as individuals, but as factors of 
production The same indivuduals may represent all the four factors. 
^ East 1 imjab peasant, for instance, may receive rent b.s owner of 
Fvf; entrepreneur of his operations, 

not 4 ^T-pHcd by tho same imiividtml, it is 

methifor^o^ determine their reward separatolj. The simplest 

on rent "‘7'^ received if he had let his land out 

labXer, ctc ^ he would have to pay if he had hired a 

each facSofeTuctk?^^^ 

Who is then the bu,cr and wTo s 

factors, , land, la boSr and LS ms thc^nf toSether the 

one individual or a collef tion or o ’ ® ^ entrepreneur who may be 

stock company It is the ont ®'’S^™^ed individuals like, a joint- 
bears the nsks of the initiates and 

fnctoiy, or a shop Vol .L '"^‘^’TrFsc whether it be a form, a 
hopes to make profit these enterprises, because he 

two quantities costofnrodnr ® npon tho relation between 

move townrS enteSS Tn " Entrepreneur tends to 

two quantities are exnected to h differences between those 

mtnte of prices and have to eslimfte tw ^ forecast move- 
commodities they intend to nmri^ production of 

profits in a parti^ar line thoTT ^i'nn they exjiect to make 

entrepreneurs are, therefore the hnJ- .nf production. The 

i>roaucfcion. They buv thpco o o^^serriccs of the factors of 

usebuttosupply\beiieedsof/hp''**^*^^ not for their own personal 
behalf Tiay th„‘a.l o„ 
tbo purchaser of the seiTices of community that is 

ing that of the mLprZZ pn^uction includ- 

tition decide the^ remunprVf- ni^nn^P®' 

(8 the purchasS orthf c ”• entrepreneur. He 

! Pneenaser of the services of the other factors and 

1. ■^f«“haJI-Fr,nc.plosofgH555S^Ym6:V'S30 
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\t is tUrougU him that tho shares to each of those are distributed ia 
ho form of wages, rent and intere'at. 

6. The Principle of Substitution. Tlio entrepreneur in em- 
ploying tho various factors of production , acts according to tho 
principle of substitution. We have already seen the working of this 
principle in consumption. There, a consumer distributes his money 
inpome over tho various items of e.x.pcnditure in such a way as to 
derive maximum satisfaction. This, wo have seen, he achieves w'hen 
the utility derived by him from the last unit of money spent on each 
head is equalised. In other words a consumer achieves maximum 
total utility by equalising his marginal utility from the various lines 
of consumption. 

The entrepreneur acts in a similar way. The only difTorence is 
that he undertakes expenditure not for direct satisfaction of bis 
wants but to make as high a profit as possible. His profit deiionds 
upon tho difference between two, quantities, his total expenses of 
production and hfs gross income from sales. Ultimately his expenses 
are the payment that ho has to make for tho various factors of 
production. ■ Tor an individual entrepreneur acting under conditions 
of perfect competition the prices of the factors (rent, wages, intorcstl 
and tho price of the product to tho production of which they con- 
tributed are given facts settled by the market forces collectively. Ho 
can, therefore, maximise his not income only by aoUieving tho best 
combination of tho various factors employed by him. By employ- 
ing a little more of labour or a little less of land or capital he will 
bring about the most advantageous combiuation from the point of 
view of productivity. Just as tho total utility is maximum when 
. marginal utility of each item of consumption to tiie consumer is the 
same, total productivity is maximum when tlio marginal productivity 
of each factor of production employed by the ontropronour is tiio 
same. What is marginal productivity ? 

7, Marginal Productivity. By ttfo marginal productivity of 
a factor of production wo moau tho addition made to total produc- 
tion by the employment of the marginal unit, i.c, the unit which the 
employer thinks just worth while employing. At tlio margin of 
employment tho payment made to the factor concerned is just equal 
to tho value of the addition mado to tho total production on* account 
of tho eraploynient of tho additional unit of tiio factor. Note that 
the additional production is not tho contribution of tho additional 
unit of . the' factor . in -tho sense that this unit alone has produced 
it. ' Production is a collootivo process and results from the co-opora- 
'tion of all tho faetors employed.’ Wo cannot separate tho contribu- 
tion of-eaoh. We can only measure the’ difference made in total 
production by tho employment of the additional unit of a particular 
factor, assuming everything else to bo the same. When this addi- 
tional unit is just worth while employing (it .adds to total reveUue 
•just ns much as it -costs) it is • marginal unit.' Its productivity is 
marginal productivity of .the factor of production under con- 
sideration. 



308 


ilODERN ECONOMIC THEORY 


We have seen in consumption that an increase in the supply of 
a commodity, demand remaining the same, lowers its marginal utility 
and vice versa. In the same way an increase in the supply of a factor 
of production lowers its marginal productivity and vice versa. The 
fall in marginal productivity means that on account of larger supplies 
the factor is employed in those uses where its productivity is low. 
Similarly a rise in marginal productivity means that when the factor 
becomes more scarce than before it is withdrawn from those uses 
where its productivity is the least. 


8. MarginM Productivity Theory of Distribution. Now we 
state the Marginal Productivity Theory of 
istnbution which is analogous to the marginal utility theory of 
va no alrMd.y studied. According to the marginal productivity theory the 
rncard of each factor of production tends to equal its marginal 
I* production tend to move from those uses in 

Vn fi; marginal productivity is low to those in which it is high. 
xnrh supplv of a fad* or of production is distributed in 

tlT n ^ r productivity is equal in all the uses Take 

nerfecHv ^ ^ind of labour, ff aU the labour units are 

S^ther f h move fully from one employment 

wanl at its of labour will get distributed in such a 

ments If the mnf productivity is the same in all the employ- 

nlovm'ent +h • productivity of labour is higher in one em- 

lower its marsinal nrrvi ®’^PP^y m the former employment will 

produclvit? fa b,tK; ■ 

eabstitijifaff f3cfar/'^f**nrnd hand, the entrepraneura are 

principle of substitiitinn against one another under the 

Jartkulaf comSaS wSh tend to arrive at that 

tivitv. This will Innnon^ '^n them maximum total produc- 

various SorT 'oiS productivity of the 

entrepreneur thinks thnf equality. If for instance an 

is higher than that of of labour to him 

capital. Martrinal nrodupfiT^f ^ ’r ? employ more labour and less 
will rise. ThirprSs ^Kf la W wiU fall and that of capital 
nal productivitiL wiU be equaliSd.^^** equilibrium the two margi- 

under competition toat°h employer working 

production are already deforming ® ^ 

of production is onlv an ; ° ' -f demand for the factors 
demand.his emplovinv proportion of the total 

ably affect their prices factors does riot appreci- 

the factors to such a* rmfnt ♦ ^ push the use of each of 

equal to its price as alrp^xr a ^ make its marginal productivity 

position is thrs^ra^S 

as of the consumer who pushes his purchase 
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of a commodity to a poitit at which his marginal utility is just equal 
to the preyailing'market price. Justus the market price is determined 
not by the marginal utility of an individual consumer but by the 
marginal utility of the consumers in the aggregate, the price of a 
factor of production is determined by the marginal productivity 
Ihot of any particular employer but of the employer in the aggre- 
gate. 

Thus in a positiop of equilibrium : (i) The marginal productivity 
of a factor of production is the same in all employments, (ii) The 
marginal productivity' of each factor of production is equal to every 
other factor of production in the same employment. _ {Hi) The 
marginal productivity of a factor of production is measured by the 
price of the factor of production. 

Over 'the whole field ' of employment, therefore, each factor of 
production tends to be paid in proportion to its marginal produc- 
tivity. Thus the distribution of National Dividend is not a scramble 
as the strikes or lock-outs make it appear to- be. It is governed by a 
definite economic principle. 

9. Assumptions of the Marginal Productivity Theory. The 

Theory is true only under certain asmmptions. Firstly, it assumes 
that ail the units of a factor are homogeneous, so that any one unit 
is as good as any other. If the units are not homogeneous they wiD 
not be uniformly rewarded. The more efficient or effective unit in 
that case will command a higher reward. In fact non-homogeneous 
units cannot be regarded as belonging to the same factor. 

Secondly, that different factors are capable of being sub- 
stituted for one another, so that at the margin it is possible to use a 
little more land or a little more labour or capital, etc. If this substi- 
tution is not possible marginal productivity of the various factors 
may remain unequal. In that case total productivity will be less 
ihan.the maximum. 

Thirdly, it is also assumed that the amount of a particular 
factor that is used can be continuously varied. So it is possi- 
ble to apply a little more or a“ little less of the same factor. If this 
cannot be done the use of the factor cannot be pushed to the point 
at which its marginal productivity becomes equal to its cost. , 

Fmitthly, it is assumed that factors of production are mobile 
as between various uses. If a factor cannot be moved from one use 
or employment to another, its marginal productivity in the various 
employments may remain unequal, ’ " 

Lastly, the theory is based on the law of diminishing returns as 
applied to the organization of a business. This means that other 
things being equal a disproportionate increase in the supply 0^ any 
one factor increases total production at a diminishing rate. - - 

Under these assumptions the theory explains the rewards' of aU 
the four factors of production, i.e.; rent' of land, interest of capital, 
wages of labour and profits of enterprise. The reward of each tends to 
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equal the value of its marginal net product. The rent of a plot of 
land (assuming all plots to be perfectly interchangeable) will be equal 
to the marginal productivitj’ of that plot. The intere.st on capital will ^ 
equal to its marginal net product, the wages of labour will measure 
the marginal net product of labour. In the same way competitiom 
will make the profits of the entrepreneur equal to the marginal pro- 
ductivity of his services to the community, ix., the amount that the 
community is able to produce with the help of a little more his 
services over and above what it could produce without this increment 
of his service. ' 


10. Criticism of the Marginal Productivity Theory. Even 
within these assumptions the marginal productivity theory has not 
been uniformly accepted by economists. Several of its criticisms 
may ho noted. 

(f) One common criticism is that a product is the result of the 
co-operative effort of all the factors of production and that it is im- 
possible to separate the share contributed by each. This criticism 
ndTOnced by Taussig and Davenport is obviously based on a mis- 
reading of the concept of marginal productivity. As we have al- 
ready esplnined, marginal productivity is not the net product solely 
due to the marginal factor. We merely impute that product to the 
ao r on the margin of use. It is the net addition made to total 
production by the employment of this additional factor or dednetion 
caused in it if this factor were withdrawn. 

‘3 made by Hobson. It is held that if any 
particular factor unit is withdrawn the whole business will bo so dis- 

production will be much more than the 
productivity of the unit withdrawn. This criticism is also due to the 
wong application of the theory. The attention is fixed on a smaU 
n I'lrrf'l and large units of factors. If wo conceive of 

of factors it will bo clear that with- 
ductwfy of the oSer -PP-ciably affect the pro- 

fium of* there is the opposite view according to which the 
thT “^^emal net products of all the factors wiU be less than 

factor not to any particular 

He co-operation. Wicksteed has answered this criticism, 

auantl^ nf mccease of all the factors will increase the 

tion whipti • m the same proportion. But this assump- 

SumsifneSl"" that the industry obeys the Law ol Constant 
etums IS not always valid and introduces certain difficulties. , - 

oftbe serioiM difficulty which relates to the measurement 

PiSu= 111 T " a pointed out by Joan Robinson^, 

figou and J. A. R. Hioks^ It is argued that when there 


I. Economics of Iraperfoit Com^iutron, o. 397 
Economica of Welfare. ^ 

The Theory of Wages, 
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are economies of large scale production, the marginal productivity 
of a unit of a fwctor to a particular 'firm will be considerably less 
than that to^tho^industry as a whole. This is so because when an 
additional unit made available to an industry it brings about a 
greater divK^/of labour. But when the industry has adjusted it- 
self to the ng'ffi^supply it is quite possible that the marginal produc- 
tivity of aTawr to an individual firm is less than that to the indus- 
try as a whole, becg,use its withdrawal will mean 'a much greater-loss 
to the industry /than to an individual firm. In such industries, 
therefore, marginal {productivity of a factor is indeterminate, 
y . (») Hohson thinks that it is not possible to vary the use of 
factors in. most oases. The proportion in which factors are used is 
determined by technical conditions of the business, the existence of 
fixed capital like machinery, etc. Many a machine for imtance 
would require only one labourer, two would be uneconomical and so 
on. Since we cannot vary the use of a factor how can we determine 
its marginal productivity ? To this it is replied that in general 
there are infinite possibilities of variations in the proportions in 
which different factors are combined. Such variations are the very 
conditions of progress in business organizations. Even fixed capital 
can be varied though not being replaced if long enough period is 
assumed. 

^ i 

'' (ui) Finally, it is objected tkat the theory assumes that supply is 
fixed. In actual practice the reward enjoyed by a factor does affecC 
its supply in most cases. The theory only approaches the probletq 
from the side of demand and ignores the forces of supplJ^ In fact 
the theory does not ignore suppty^it assumes supply to be given for 
convenience ‘ of analysis. Supply tends to adjust to demand which 
is determined by marginal productivity. The demand for factors of 
production is ultimately derived from the demand for the products 
of the factors on the part of the consumers; Consumers’ preferences 
are the ultimate determining forces to which the resources of the 
pommunity must administer. 

It should be remembered that the Theory is only valid under the 
assumption of perfect competition. In actual life, since competition 
is not perfect, actual rewards paid to factors of production do 
not c'lnform to their relative marginal productivities. Moreover, 
this explanation of how the shares of the various factors of produc- 
tion are determined in a capitalistic economy should not be regarded 
as a justification from the ethical point of view of the system of 
distribution under such a -system.' 
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CHAPTER XXVI. 


RENT 

1. Introduction. Let us now 


take eaoli of the factors of 


X. inixouuuuvut , r ‘i. nm. 

production separatolv and make a detailed study of its p P 

blems. The present chapter will bo devoted to the rent of lann. 

ts rent ? In the ordinary speech the term tent is used in 
ft wide sense to mean a hire charge, e.g., rent of a house, a _ ® ,, j 

a machine. But in Economics rent, or economic rent, ns it is caneu. 
Is used in n special sense. Itrefers to whole_X>LihejJayTOn|i_w 
ft tenant makes to the landlord. It refers only _ to that part oi 
thh payment which is made for the nsc of land, (».e.. ® i 

nature, only which has been brought under ownership. •**^'*m 

payment that an agriculturist tenant mokes to the landlord 
necessarily equal to this economic rent. A part of this payme 
may consist of interest on capital invested in the land by the own 
In the form of buildings, fences, drainage arrangement, etc. 
times this rent may include wages of the agriculturLst, This w 
case in East Punjab in many instances. Land is veiy’ scarce relative- 
ly to the demand for it on the p.art of the tenants, who have no other 
openings for earning a living. In order to secure land, therefore, 
they are vrilling to pay more than the true economic rent of the lano* 

I Economic rent is a surplus over costs. It is due to 
f lijfcrenlial advantage's possessed ^y a pitiCa of land over the map 
^nal land. This statement is cvplainod below. How does eoononuo 
fenc arise ? ilore than a century ago David Ricardo supplied an 
answer. , 


2. Ricardian Theory of Rent. Ricardo defined rent as follows : 

" Rent is that portion of th'e produce <Sf the earth which is paid 
to the landlord for the use of the original cmd- indestructible, poicers of 
the soil. It is often, however, confounded, with the interest of 
capital, and, in popular language, the term is .applied to whatever 
is aimually paid by a farmer to his landlord,” 

Economic rent, according to Ricardo, is the true surplus left 
after the expenses of cultivation as represented by payments to 
labour, capital and enterprise, have been met. . 

How this surplus arises may he illustrated by an example. 
Suppose in a country there are four kinds of land A, B, C and D. 
Some pieces of land are more fertUo than others ; some areas ate 
more advantageously situated as regards centres of population and 
means of transport, etc. But taking all the factors into considers* 
tion, let us suppose that we have four categories of land as mention- 
ed above, so that land A is the most superior and B, 0 andD aro&d' 
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1 

3rd and 4th grade lands, respeotively. Further, suppose that a 
standard unit of labo'iir and capital, called a "dose” of labour and 
capital, when applied to these categories of land, produce wheat as 
given in the table below ' 


Doses of labour 
and capital 

JM 

2nd 

3rd 

4th 

6th 

6th 


Return in maunda of wheat per acre. 


' r 


' . .A.. , i 

B , 1 

1 0; . 

1 

16 

' 14 

! 13 

1 

I 12 

14 

■ 13 

1 12 

11 

13 

12 

i 

10 

12 

11 

1 »*• ' 

i 10 

9 

> 1 
11 

10 

i ^ 

8 

10 i 

9 

1 8 

7 


If there is enough land of class A, so that by putting one 'dose 
of labour and capital per acre into this land the whole of the demand 
for wheat can be met at the prevailing price of wheat, the land will 
command no rent. It will be like a free gift of nature. 


Now suppose the population increases to such an extent that the 
• whole of the A class land is brought under cultivation, and still 
wheat obtained by putting one unit of labour and capital into this 
land is not enough to meet the growing demand. More, labour and 
capital will be put into lands of class A, and lands of class B will 
also be brought under cultivation. This will happen only when the 
price of wheat will rise so much as to make it 'worth while putting 
the second doSe of labour and capital into lands A or first dose of 
, labour and capital into lands B. In otlier words, in oaf uhart 
above, 14 maunds of wheat must sell for as much as is the cost of a 
dose of labour and capital, - On lands of hlass A, therefore, two 
doses of labour and capital .will give a return of 1 5 -f 14=29 maunds ’ ^ 
of wheat. But only 14x2=28 maunds of wheat are enough to pay 
for the two doses. Oae,maund of wheat is the surplus on land A. 
Cultivators of land can either cultivate B class lands free of rent and 
get 1 4 maunds of wheat per dose of labour and capital per acre, or 
they cau pay one maund of wheat (or its equivalent in money at 
ythe prevailing price) per acre to the owners of land A ' as rent and 
obtain 14 maunds of wheat per dose of labour and capital as their 
share. If there is perfect competition this rent for A class lands is 
bound to be established. ‘ 

As the demand for wheat still grows and the price rises this pro- 
cess will continue. More and more units of labour and capital wiU bo 
applied to the superior lands on the one hand and still inferior 
lands ^ will be brought under cultivation on the ot]\er. The 
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available ‘"doses’ of labour and capital -svill be applied in snch a 
way as to get equal returns at the margin of cultivation. 
instance if there are 14 doses available .1 inll be applied to Hnd 
'A, 4 to land B, 3 to C and 2 to land D. In this 
way the marginal or the last dose applied to each 
of land will give the same return t e , 11 maunds of wheat. The 
total production under thdse conditions will be 05'^{-50d-36+-'3= 
174 maunds of wheat. No other arrangement will give more than 
this total. These doses will be applied only if the price of wheat 
is such as to make only 11 maunds ot wheat enough to meet the 
cost of application of a dose of labour and capital. 

Under such circumstances rent per acre of the various kinds 
of land will be ■as calculated below : 

Rent of A grade=(15+14+13-l-12+ll)— (11X5) 

=(total produce) — (total cost) 

=65 — 55=10 maunds 

Rent of B grade=50 — 44=6 „ 

Rent of C grnde=36 — 33=3 „ 

Rent of D grad6=23— 22=1 „ 

We have calculat^ed the rent in terms of the produce. It . can 
-be easdy converted into its money value at the prevailing price ofi 
' the produce. 

Marginal or no-rent land. When the marginal produce is 11 
maunds all the four types of land in our illustration pay rent 
When it is 12 maunds, land D pays no rent. It is then the marginal 
land or land on the margin of cultivation. This is also called the “ no- 
rent land. ’’ It produces no surplus over cost of production. 
Its produce is just enough to cover the expenses of production on it. 
The rent of all superior lands are measured upwards from and 
with reference to this land. 

Docs marginal or no-rent 'land really exists One would think 
that such a land cannot exist. Every body will be keen on having 
such a land so that the owner will be in a position to demand some 
rent for it. But this is a superficial view. No-rent land does really 
exist. ^ The whole of the paj ment as rent may be due to investment 
of capital, i e. interest. The land itself may be such as not to yield 
any surplus at all. For example there may be some waste land 
lyiug us eless and nobody* mav be wilhng to pay anything for 
its use But a prospective tenant may agree to pay something if 
the owner sinks a well there. Obviously the pavment is for capital 
invested in sinking .the well and not for 'the land .which is really 
a no-rent land Sometimes the existence of no rent land -is con- 
cealed in a big form where the rent takes - the form of so 
much money per acre. But there are yery' good acres 
and very* bad acres. The latter if let out alone may 
fetch nothing. Or the rent paid may not be economic rent 
but scarcity rent. This happens in an old country with growing 
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population. , Even— tlicumargind land pay s some rent which^Js^ 
scarcity rent. . The_siipeiiijr .lands_OTlCpay_.bcBides .icaxcity^ent^ 
RRonomicl^^^ the natura l __djJffetenMal advantages enjoyed hyj 
thejSr^inally, tlie margiHaTland with ceg^'~W'an~oI3‘ country 
like England may exist in Australia or Canada supplying the same 
market. , 

3. Scarcity Rent. The Ricardian Theory assumes, as has been exp- 
lained above, that no-rent land does exist either in the same country 
in some other country with which the former has trade relations. Some 
people liave elaborated the Ricardian Theory by adding the concept 
of scarcity rent when all lands in a country pay rent. To refer to 
our illustration again, when the iniirginal productivity of labour 
and capital falls below 12 maunds of wheat, the worst land D also 
begins to pay rent. This is due to the scarcity of land. If there 
was a still worse land available in the country that would-, become 
the marginal land. As it is there is no worse land than D grade’ ' 
. land. In that case as the price of wheat rises D land is also subject- - 
ed to intensive cultivation and yields a surplus over cost. - This ’ 
surplus is not a differential one compared to. no-rent , land which 
does not exist. It is duo to scarcity of land as such. Hence it is 
called scarcity rent. 

The rent- yielded by lands superior to D lands thus contains 
two elements : a differential -surplus over the marginal land and a 
payment due to scarcity of land as such. For instance in our illustra- 
tions, if cultivation is carried to a point when D pays 2 inaunds of 
wheat as rent the superior lands will pay a scarcity rent' of 2 
maunds in addition to the differential rent. Thus Aland will pay a - 
total rent pf 16 maunds of which 2 maunds will be scarcity rent and 
13 maunds diff'erential rent. 

t 

4. Criticism of the Ricardian Theory. ■ The Ricardian 
theory of rent has been widely criticised. First, it has been point,'/ 
ed out that there are no ‘ ‘ origin a l and i ndestructible^powers of -the 
soih” Good lands after being constantly cultivated lose their 
fertility to a large extent and get exhausted. To this it may be 
_ replied that if after exhaustion good lands are manured equally - 
with the bad the form"or regain their productive power much more 
readily-than the latter. It is also pointed out that iu an old country 
where land has been cqnstan^ manured, the upper' layer which ^ 
.grows crops is all man-m ad ^ .Tlierg~~is r ‘noth ing~~original "about It. ] 
But climatersunshine, air, situation, etcT^of arparbi<mlarq 3 iB(JFoTIa^ , 
arealTfixed by^att(te."‘'‘They 'are all \ originalraTld rl nde stoctible.* ‘ 

Secondly, it is objected that Ricardo uses the term fertility of 
land in a vague manner. Apart from the, factor of situationT&tih'ty , 
. depends upon' ,th6 ability of the farmers and the methods 
of production used. Moreover, fertility is relative to crops grown 
The theory, however, assumes that 't'he methods of production re-' 

. main constant. • They are standardised into ‘ dbfees’ of labour and 
capital. *' ■ ' 
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Thirdly, Riciirdo’s thcorr ns'iumc'; that tiv.'re csi'stH a iw-xent 
lnnd.-wluch only repays the co-,t of cultivation. In inO'.d c.ises.jt 
is true, there are hnd« which pay only a nominal rent, Such lands 
yield no true ceonumio rent. The concept of scarcity rent can also 
meet this difficulty. Forthe •sulistancc of ’tho theory, however, it 
is nol.nccessary tlint there should exist n no-rcntland. 

Fourthly, necordinc to Ricardian Tiieory rent arncs on account 
of imtural difTorealial adve.ntaeia of superior lands over the mar.’inal 
one. But even if’ fill the land is A grade rent will arise duo to 
the operation of the law cf diminishing n-turns. The marginal 
unit of labour and capiul applifal must bo eompenaatcs'l by the 
product. The earlier. junits will give giirplnocs oyer their cost which 
will constitute tlCe rent. 

Fifthly, os Carey and Ro'cher point out, it is historically svrong 
to fiEsumo tiial in n new country fh'- bc'-t lanils are. cultivated first. 
In fact lands that ore fird ciiltiv.ated ore not tiHiialli’ the bC'-'t 
since they ore the most caMly .accc.s'-ible. To thi« Walker has made' 
a reply that by best I ind Rie.ardo meant no! the most fertile land 
but land which is the best both from the (mint of view of fertility 
and situation. 

Sixthly, criticiEm is levelled a.-.ain^t Ricardo corollary that since 
the marginal land pays no rent and merely meets the cost of pro- 
duction rent docs not form a jiart of the price of the produce. It is 
explained below that in some co'-c..' rent docs enter into price. 

Finally, the most iniporUnt criticism of Ricardo, howeveK 
comes from those who dein ‘ the necessity of o.xplaining rent by a 
special tbeoiy, not appluable to the rewards of other factors of 
production.’ They explain rent in the same way as wages, interest 
and profits. TJioy deny its pocidinr nature as contended by Ricardo. 
This point of view is explained below, 

5. Modern Theory of Rent. In the Ricardian thcor>' two 
facts .staid out proariuently : (a) L'uvit rout arises because some lands 
are superior and others inferior ; and (b) that rent is measured from 
the .no-rent margin. 

Modern writers question both of these contcntion.s. In tho 
first place they assert that it is a Matter of indifference to tho 
general principle of rent whether the land is uniformly good, uni- 
formly bad or gradable, Tho essential factor of rent is ‘the toktivo 
scarcity of tho products that land can yield. Tho scaroity of land 
is in fact derived from the scarcity of its products. If tho problem is 
approached from this point of view the necessitj* of assuming different 
grades of land disappears. Tho ‘differential principle’ only c-vplains 
why one particular acre of land commands a higher rent than a less fertile 
one. It does not explain why rent arises. Fundamentally 'speaking rent 
jg jiaid b ecause t he produce of t he l and is s carce in relation tolS!' 
dem ia ndi In tho~foce of this scaroity rant will arise bvbn if all the 
land'ih a country is exactly alike. The same is the case with wages, 
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interest and profit. These payments arise because -the products of , 
the factors concerned are scarce in relation to the demand for them.! 
Just as a superior labourer gets higher wages and a^superior entre- 
preneur earns higher profits over the inferior ones, superior land 
wi{l command a higher rent. “Fundamentally, all that the Ricardian 
theory of rent amounts to is the truism that the better article will 
always co mmand the highe r pric e. A more fertile acre will bVwbffH’ 
more than a less icftnione simply b'ecause they are different things. 
The same truism applies to wages.”! Wicksell has pointed o ut_that 
r ent and vya geajira^alinost_parallel cases. t ' 

’ Thus there is no justification for placing rent in a special 
category. Land commands rent according to its marginal produc- 
tivity just as labour commands’ wages or as capital commands 
interest. 

The second point of attack is the idea of the no-rent-margin. 
This is the starting point of measuring rent according to the Ricard- 
ian theory. It is contended by modern writers that the no-rent 
margin may exist in some cases, but. it is not fundamental to'the 
emergence of rent. For instance, some lands may be fit only for a 
specific use like growing corn. If it is not profitable to grow corn on 
thein due to a fall in the price of corn, such lands may go out of 
cultivation or they may just pay for the cost of the crop grorni on 
them. Such lands may have significance from the point of view of 
rent, but in a different sense than held by Ricardo. If such lands 
are cultivated they tend to increase the supply of com and thus 
lower rents and if they go out of cultivation, due. to fall in the supply 
of corn, rents rise. The existence of such marginal lands does not 
give any ultimate explanation of rent. 

But when we' "do not refer to any particular crop, especially in 
a fully developed country, there is probably no land that cannot 
be'put to some profitable use. Thus the margin of cultivation may 
vary according to the use to which a particular land is put. 

It is concluded, therefore, that til e theory of no-rent marg in | 
and a series of differential rents created upon it, whUe true in part l^ 
cular cases, la a partial not a,n nttimate. explan ation of the pbeno- 1 
m'enbn3TrreSrfE~~cloes not reach the foundaHon of the problem, j 
T he real approach to renFas3~otlie^lieiTo5iena3f^T ue" istE 
the principle of Bcarcity as propoimd^rin the ImargmallwoductiYity ’ 
theory^ 

6. Rent and ^Price. The modern theory of rent deviates from 
the Ricardian theory in another respect too. Ricardo held that rent ■ 
did not enter into the cost of production of the produce and hence 
did not affect its price. Rent rises because of the rise in price and not 
the other way round. This conclusion follows as a corollary from the 
_ Ricardian theory. We have seen that according to this theory 
rent is a surplus over cost. Price is determined by the cost of pro- 


1. Briggs and Jordan, op. cit. p. 355. 
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duction at the margin wliero tberc h no rent . Hence rant do?^ not 
enter into price- -tho marginal dojo of labour and capital just I>.p' 
for itself. In fact the jio-ition of llic inargitii^ according to Uiii 
Eicardian theory, is determined by price and not price by the position 
of the margin. ‘Price i.s thus not a part of rent. 

It i< true that difforcntial aspect of land iw not n cause cf price. 
If land A doi'S nnrti ealimhh- serrice than hrid B the ostr.i payment' 
obtained b.v lind A mould not alTcct pnee of th'- produce. 3 n fact 
here m<- are considering tavo difTerent thiiigs each being paid accojtl- 
iug to it.s efficiency or inargin.al productivity. There can be a similar 
dilTerentifil aspect of wages and we can nrguc tlmt such dificrentiid . 
payments do not affect the price of the product of labour. But 
wages do enter price. 

In another sense also it may be arguiMl that rent does not form a 
part of price. Land i.s a free gift of nature, A higher remuneration 
given for the services of land does not incroaee its supply. Once all 
the land has been utilised, its supply i.s not .affected whether rents 
arc ‘higher, lower or non-e.vi.stcnt. Since land cannot bo reproduced 
it has no real cost of production in the sen.se liiat other factors of 
production have. No piymeut is, therefore, necessary to maintain 
the total supply of l*.nd. In thi.s tens<> rent is not a part of the 
supply price of land and consequently of the products of land. 

But when we aro_ thinking not of all the land of the country 
but of the land available for p.articular uses rent does form an 
element of price. This is clear from the ecmccptioti of the 
opportunity cost, Mod of the land is capable of lieiiig put' to 
alternative uses. If it is put to one use it cannot ho available for 
another use. Ihe cost of putting laud to one use is represented by 
the loss undergone in not putting it to the nc.vt bc-'t use. To 
withdraw it from one use for the sake of another, therefore, some 
payment lias^ to .bo made. Ibis payment must compensate the 
loss involved in this transfer. Th/.s payment will enter into the 
price of the product for (he sake of which the land has been trans- 
ferred. 

The problem may be approached in another wav. Prices are 
determined by thc_s^ity__of__t.he product in relation to ^imahd. 
Th o^-ea t-thTtty-!nr~ eritrefi'cncurp-Qns a pTfroTKislffist oTproduc- 
^K 7 ::iRJi£u:enU^ the cntrepnmctif-wnr tencUo hire Ims land 
arrd conversely ho will use more land if rent is low, Ifhc uses more 
land the supply of laud for other purposes is depleted, if he uses 
^ Ic::S Jana thd supply available for -other purposes is inureased. Thus 
rent by influencing relative sc.arcity of land for different uses affects 
the prices of different products. 

- analysis, liowever, as Davenport points out, rent~ 

neither determines price nor is determi ned b y priej^ — Both orico 
and rent uic . goveraCd by tfae'telativirscaroilies of the products of 
Imid. N^6vJiQthjvaiy_with tlie-uhrmRes-in this-feffifTvo iSardtv, 
The same principle appIieTEoAvages, interesTand proflti: ^ - ‘ 
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7. Urban Ground Rents.’ So far wo wore dealing only, with 
agricultural land.- The phenomenon of rent also existe with respect 
to hrban sites. Hero also there is a differontial aspect of rent and a 
sciiroity aspect. Differential rent arises^: because of the differences 
in situations of different sites. Fertility hero has little significance. 
Situational advantages may be of various kin-ds according to tlie use 
to be made of the plot. ,For instance, nearness to important busi- 
ness centres, fasliionable quarters, noarnos9'*ta’'main thorough- 
fares, or a railway station, may give jituational advantages. ' Some 
sites may bo just worth using, yielding no surplus due to advantages 
of situation. Those ibay ho regardsd as marginal sites. 

But marginal sites may also yield a rent due to their scarcity 
in relation to demand for them or due to the fact that they could ho 
put to' some other use like cultivation of crojis, for gardening, etc, 
BottVr situated sites will yield both a differential rent and the scar- 
city rent. The differential rent will be measured upwards from the 
rent yielded by - marginal sites. But hero again it may bo repeated 
that differential rent is not the ultimate explanation of the pheno- 
mehoriofrent ns such. High rents in fashionable qtmrtors of a towns, 
for instance, are duo to an absolute scarcity of land on the one band, 
and on the, other to the relative scarcity of land with respect to’ any 
particular use, because of the competing demands of other uses. ''For 
instance sujjposo there is a site in a fashionable quarter of a town 
occupied by a largo private bouse. The ground rent of this site is partly, 
an absolute scarcity rent bc'oause the demand for such houses is groat-/ 
ly in excess of supply. Partly this rent is due to rolotiye scarcity 
if this land has other competing demands. For instance 'competing 
demands ' may arise for using this plot for building a shop, hotel or 
office. A rent equal to the most valuable of these competing uses 
will represent the payment that must bo made to retain the plot for 
residential' purposes, 

-site may be built upwards instead of spreading outwards. 
Here also differential rents may arise for the more conveniently 
situated accommodation. .Higher storeys will involve inconvenienoes 
but these inconvenience's \ may’ bo less than those of a new ground • 
site. Such buildings , may’ lower general level of rents in a locality’ 
by reducing the scarcity' of land. 

I ' ' ' , ’ 

8. ' Rent of Mines, Quarries and Fisheries. The same principles 
of rent apply to mines, quarries and fisheries.. But there is one 
difference. Mines and Quarries differ from agricultural land in that- 
they are sooner or later exhausted. -The payments made by the 
leaseholder for mines and quarries , therefore, contain two olementa, 
Qije_i8.a royalty for-exhau sHon of .th^ contents and the < other- rent 
p,t 0 per. HefoaTso one may inHdduce Hie" idea oTHiVniafgu^^^^ 

(or quarry) .and conceive of ' rent of better mines as'a differential- 
, surplus over the rent of the mine at the margin. The marginal mine 
yields no surplus over cost of ' excavation of the mineral.. The 
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bo increased in response to increiso in demand. That is why their 
earnings are exceptionally h’gh. The basis of distinction between 
rent and quasi-rent is the fact that while the '-'upply of land as the 
free gift of nature is fixed, that of the other inBlruments of produc- 
tion like building, rmchincry, etc., can bo increased by man. Take 
the case of houses. During the recent war the demand for houses 
in towns increased due to increase in ntban population But supply 
could not bo increased because of the scarcity of building materials. 
For the time being their supply as much limited us that of land 
is. Rent rose in spite of State control. This abnormal inareaso in 
the return for capital invested in buildings is qua^i-rent. It is, not 
pure rent because the supply of Imuses can bo increased. When the 
house Tcuts^’befcOmo oxooptionally high, old and dilapidated houses 
would bo speedily repaired and together with deserted houses will 
come to bo }nhabitod. In a way thus margin has descended. It is 
just liko~econ6niic rent. Fcice (house font here) determines the 
'^margin and margin determines the rent of superior and bettor houses. 
Tlent does not determine price. This surplus is only temporary 
and will last as long as new houses are not constructed to meet this 
additional demand. With the increase in the supply of houses, na 
building materials become available, this surplus will tend to dis- 
appear, A simila r su rplus . may arise in tho^ case of other durable 
goods like maonlnes, ship, etc.' Rirailarly quasi-rent may arise due 
to a {emp6'fary"6cafcity''t)f a particuhr kind of skill which can be 
increased if enough time is given. A doctor’s earnings may contain 
such an element, so may a musician’s or an actor’s. 

A business mm must bo compensated for capital he has invetled 
in durable goods like machines and other appliances. The earnings 
from such durable goods must, in the long run, equal the prevailing 
rate of Interest, If they are less, investment in such goods will be 
discouraged, their supply will decrease and earnings will go up. If, on 
the other hand, their earnings aro higher, then production of such 
goods win be stimulated and their earnings must fall. But this will 
happen only in the long run. Temporarily, however, they may 
yield surplus earnings which are called quasi-rent. 

Quasi-rent, however, should be distinguis hed from interest. The 
term interest is applied to return on free or floating capital, i. e,, 
capital which can be easily diverted from one use to another to 
take advantage of the higher rate of earnings prevailing .in certain 
lines. Qu asi-rent is the re turn from specialised or sunk capital, i.e., 
from oldluvestmente of capitan~ 

It shordd always be remembered that the distincti on b pt weea 
rent and quasi-rent and in fac t the returns to ahy^TiHFfactor of pro- 
jiuc.ti QnjBo nt v_aim5fterord ogr|^r~TirtK^ 

which is rightly regarded as interest on ‘free* or ‘floating’ capital, or i 
on new investments of capital, is more properly treated as a sort of 
rent — a QuasUrent — on old investments of capital. And there is 


(9 



/ 


RENT 


323 ' 


situation. Distant lands will become nearer the market as it were. 
Their rente will rise. The rent^of more favourably situated lands 
will fall. This can also be explained in terms of scarcity. If 
improved transport increases scarcity (by leading to exports from the 
given region) rente will rise,' in the contrary circumstances rent will 

fall. - ' 

/ 

As to the growt h of popul?ition, its resul t is to raise* rent s. 
According to the Ricardian theory lEhis wiU be dueTib more intensive 
cultivation of old lands and extension of cultivation to inferior lands, 
thus leading to a fall of the margin of cultivation. According to 
the more recent way of putting it, increSse in population will in- 
crease the relative, scarcity of land in relation to the demand for ite 
products and hence raise rents. ‘ , 

12. Can the Theory of Rent be Applied ^ to Profite, Wage* 
and Interest ? The rent element, i.c., surplus, is not peculiar to 
land only but it can be traced in other agents of production tod. 

(1) There is Rent Element in Profits. All entrepreneurs are not of 
uniform organising ability. At one e.'ctreme there are those who 
are just able to keep their heads above water. Their profits are the 
•minimum. But at the other extreme are those who, on account 
of their superior organising ability, are able to produce at lower 
cost. They enjoy higher profits which are similar to surplus enjoyed 
by superior lauds due to natural differential advantages they possess 
over the marginal land. Corresponding to situational advantage 
possessed by land certain entrepreneurs make larger profits on 
account of accident of birth or business influence. There is thus 
Tent element in profits.. Profits have been called by some econo mists 
as rent of ability. 

(2) E&yit Element in. Wages. Just as some lands are superior to 
others, similarly some workers are superior to others. All workers 
are not alike. Some workers possess superior phy sique, ate mentally 
in ore alert a nd show aT greatef sehse'^Te^ o naiBlfil^in th e discharg e 
of t heir duties. Thus varying degrees^Tefficiency are to ~benouna 
among tfie^vrorkers. Roug hly speaking wages correspond to personal 
efficiency,. The more "efficient workers enjoy a ~8Utplu8"*dF’extfa 
wage as compared with k marginal worker. Some ^employees earn 
more on account of family influence or some other favourable circum- 
. stances and this is analogous, to rent of more accbssible lands. 

(3) ! Rent Element m Interest. The prevailing rate of interest 
compensates the marginal investor, i.e., one who is ' just induced to 

‘ save. "But there are others who are prepared to save even at lower 
rates either because they-are very rich or because their expenses are 
tess. Such super-mar ginal in vestors enjoy a surplrm (rent element). 
This cdfreaponda to rent in the extensive form. But' tfiero is "reSE 
•elembnt in interest corresponding to intensive form too. All units of 
saving earn the same interest but the Iasi unite^aved involve greater 
sacrifice. At the margin the sacrifice involved is just compensated 
by the rate of interest. This means that the rate of interest more 
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are thriving and expatidieg. la tlie former case, t. e., when an 
industry is contracting, the factor- units must seek employment 
elsewhere. They , must transfer themselves -elsewhere. In 
the latter case, i.-e., when an industry is expanding, the 
factors of production tend to move into such an industry. \Thi3 
is again a case of transfer. In both cases it is th e lure of better 
earnings that induces- the transfe r. Whefrarfa^or-unit shifts into 
tile most favmrrable position as regards earnings, then the amount i 
it makes is known as transfer earnings. In Benham’s words, “ 'J'M j 
amount of moneif which a,nu n articAilar unit could earn in its 
alTerhatwT'use Ts s ometim^s^^lcd tis transfer earnings” 

Ihe concept of transfer earnings has a close bearing on the 
theory of economic rent. Suppose a land devoted to the cultivation 
of cotton earns a little more ihan wnen it is devoted to the growing 
of sugarcane. If the profit in cotton cultivation falls a littlO or that 
in cane cultivation rises a little, the cotton land wi’l ‘ be converted 
into cane land. Thus fluctuations in prices of different crops may 
make the cultivation of one crop -more profitable than that 6f 
another. There will tlien be a tendency for the land to be transfer- 
red from one use to another in search for higher earnings. If an 
agent is earning more than what it would earn when transferred to 
t he best paid alternative, the surplus is ren t. In 'Bonham’s word.-?, 

‘ ^ in aemml the excess ^ lofiat any unit gets over its trans f er earn i7i{ja_ 
is of the nalxire of rent,” In case there is a piece of land- tliaT~is 
specific for the cultivation of cotton, i , e., it can grow jiothing else, 
then its transfer earnings is zero. The whole of the cotton yield of 
such a land then may bo regarded as rent. 

The concept of transfer earningfe also shows how costs may 
vary witS the changes in outpu t: ATr~irxpiratling'~tQawrry''lHu8 C 
dlow upon other industries for additional supply of the factors oj 
production that it may need. fa case these factors are already 
enjoj’ing a higher standard of earnings, this -industry must pay them 
still more, otherwise those •factors' will not be attracted to this par- 
ticular industry. In those circumstances, the additional output is 
obtained at a very high cost, at any rate in the short period.' The 
average and marginal costs per unit will incraiise, simply because 
transfer earnings of the factors pre higher. 
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CHAPTER XXVII 

WAGES 

Labour is tho second factor of prodnction 

m a SrtA ^^g°8 used 

meLT mnT r' ?, ®°"'° it means pay- 

SLS, ^r'" is meant the 

b^enrnin^ wala^nT°"‘‘'‘’‘'"^‘‘^^.^°^*“^^ employer mar 

npnftpnf m 1 -^ management if he is his own manager. An inde* 

earn wage8°fOT employee and may thna 

v'ago^m™v^Sn“!f ® restricted bodbo. “A 
SrStflci hl ’ «>;ysBenham, » as a sum of money ^ 
fa this BD?^e i®'‘ serrich^ 'JcndS^'' 

wage earners.’ ^ proportion of workers in“ India arT" 

ithe natm^af dm°draVwhTcircfes ^ 

or brains whether those who work with their han^ 

^howey^’eSamVe SP^^ ^^V^ojer. We shaU. 

■reference to^wages of the emi^ determine wages primarily with 
in a giren ocIuStifn ^11 •- explanation of wages 

rrorkmintbat oSnaui of independent 

of independent workers fluotnatA^”'^'^ noted, however, that wages 
loyees of others. ThYs i^dt t^r^^^^^ than ^those of emp- 

workers themselves havp fr. h ^ ob-vious reason that independent 
»p%c„ "” 

several point^^'^io^;^ Wages. Wages may be clasaified from 

they ^ may he *^L?arieV°^‘ pa^^- persons concerned 
are paid monthly or yearh- 

by highly paid persons hke mn«^ remunerations eafn^f 

refers to the wa-ms "of middV^i ^^®'^’r ?®£i»‘nnm, etc. ‘J&zJ- 

usually paid by ° the month professional employers and are 

professionals on the basis of charged by independent 

lawyer, etc. Payment mn/iw t JZ I ^ ^i'n doctor or a 

skilled, is- just ' wages ’. These employees, skilled or un- 

or the day or according to the work month, the week 

brings us to the second cWfiTr '•®-’ *^0 piece. This 

wages. classification mto time wagesf and piece 

(2) Prom the point of wpw nF ft, 

may be either timao^acres or oippa banner of payment wages 
gets his regular salaty^n'the Justance a professor 

oasis or work done, j.e,, papers set or 
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. answer-books examined. Usually where work ca n be standardised 
and measu red easily, paymen t is m ade^ by,, piece, and where 
n^ot noss ibic, by time. “ ' „• . 

(3) On' the basis of the, form in which wages are recoiv^ they 
may be called nominal or r^^ JSTominah wages are wages in 

terms of money, while real wages are total satisfactions . neerning 
to the worker.' The welfare of the worker depends upon his real 
wages and not merely money wages. More of, this presentlj’’. 

' (4) Sometimes wages are referred to as general „ wages and 
felatiyo iroges. By general wages here we do not mean any general-- 
rateofTwages. There is in fact no fgcneral rate’ of wages in 
.a country, though when most of the wages 'rise , and fall wo‘ may 
refer to the rise and fall of general wages. General wages refer to 
the sh are.of the national dividend claimed by labour as such agaiSt 
the j|^therj_factpre. of productipn.„ The theory " of gmreral wages 
explains r the principles that" govern this share as against the share 
falling to capital, land and enteiprise. IWhoujiyo speak of .relative 
wfegeSj we refer to Avag^s in relaWon to ^i^rait emjlt^nmnfs 
diBcfeht pe^ns in tho same employment. In the theorji- of rdative 
wagea~’we e"xplam.fche'cnuseB"of differences in earhitigs of different 
•persons in the same employment and of persons iti different employ- 
ments or Occupations, ,, 

, 3. Methods of Wage Payment. Wages mu3T bo paid according 
to the work done or according to the period of time the worker has 
been 'oihployed. The former is Called ' piece wages ’ arid the latter 
‘ lime wages ’. Both methods of payment hay<} their respective 
.merits and demerits, ' . ' 

. "When work can . bo easily standardised , or .riionsurcd, payment 
by the~p l ece i s^jfHcxTedr-by-'t'he croployo^ .. SimTiafls the case where 
the emyloyer desires a large output. The„Avpjkor 3 >.on tho.;.wbple|.i' 
prefer. ..time,.jwag6S..„, They complain that the employer tends tof; 
reduce the rates if the workers succeed in e.aming high rates by^ thb'- 
‘ piece. , . • ■ ' ■ . , , 

■r'!r' When the work ..is such that . it .cannot he easily standardised 
, or inspeSSTand (juality is more important .than quantity time 
. wages'ri'rS 'preferred, e.g,, paymcnl’8'’fof 'maria'geiial and 6ther"'ek^' 
'cufive'sorvicra. ' " ' ' , , ; 

In practice, however, these methods i are not exclusive. Under 
’ )he time wage patera a certain production is e?:poctod and when 
wages -are paid' by the piece some sort of a timp limit has to be 
observed. "When a standard amount of work is tq be done within , a 
^eCifiedUrae 8ystem’'is khbwn'as 'teai wrjfc.' ‘ 

, Sometimes a minim um time .wage is fixed and it is supplement- 
ed by a piece v/age BCcdfdingT(rUie amount of goods prodticed.'' 
Sometimes a prejcnhim wage ja paid to a group of workers collectively , 

' .Tor extra ‘work done.’ "*Tiris“amount - the workers distribute among 
themselves according to aiTangements mutually agreodTipon,- ' >■; ; ^ 
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aho beftr^d on n nia'inr 

into a proiit-sJuirinr' urmii'^emoot 
^.th their labourer, to got (heir full co-orration and lymPrUC 

Tn Bome ca-cs wacea are rocnlnted bv lair-. A 


— w goi uioir mil co.oj.-'ration and pympathy. 

may bo'^fi™ d kv hiir-, A mjnitnmn yngo 

&tcrl trade.) t-xcoptionally lor piid cmployraenH f"' 

ai*plyiti2 to all mdif.trTs!'^'’^ " 

Me shall consider these systems at a lak-r st,iKe, 

* '^plained -Nominal wages aa already 

money wanes alone mav^rnr rcceivrd in terms of money. Bat 
puitioii of a worker. In nrru'’^^ of the economic 

the standard oflivinc of f •'i'ioh determine 

t-ikcn into consideration 1 ’ ‘'^0*1. tlio following fnrlors must be 

from place to^hco”(>mf^,m comnaring waircs 

chasi.!gpow.orTf mX " m 'n the pur- 

tigh wages in England and . oo-ount Part of tbe 

Pr<^vailmg in those 

Sivo a niucli more comfortable Ilf I nipres J„ a villugo iiuy 

or rica vrr^a according to cireiimM * Mmilar arnoimt in a town 
‘evolved A hundref ruZlT oT,^ P''”"'’-" 

power than in loss. Keen an inl ' ^ ' Pffoter purehasinf 

leave real wages at a lo«cr ]e\d?n”l04S V‘“'’ 


5id..-dmry rurmay, 

Nvagm an cmployeo mav e.ani 

goods, i’or eianiplo, 'board and form of money 

servants, ns in the ca^e of neons nr domest 

professors, etc. SubsidianSnl 

famdv. available to ocher members of the worker 

to d^eSVork wTlhm? '’fnv r *^“PJ'>yee is require 

decreaseci to tl, at extent. S- ^'agcl ai 

'forking houm 

^ dmcover ’a mistn) n to wor 

v.-oik they are paid nothing. accounte. For such ci.tr 


''mphyr^tenl. Regular 
I wages may be hiabnr ■ ■ ' 


more ■■ employments mav .m Itcgular 

real wagss may be higher rnoncy wajres but t 

^hich give high money wais ^ inaccuro Siploymcn 

earainll; empbyment 

«notoor who earns rogularfr R^; ^ 

k)_C'o«(fi7tons (,r q 

others, in some hours of work are ^^ealtoier th; 

more pleasant or le.rpSstt “ 

imasant. .the employer may bo mo 
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agreeable or less, etc. All these thingh should-' b^ A«ken into 
account.' ’ . , ' 

5. The PtoMems of Wages. The main problems ^that'we 
have to study in connection -with the determination of rrages^re 

(1) What are the general principles according to whioli' the sh'aro 
of labour in the national dividend is determined. The various ex- 
planations given in tliis connection are known ns theories of wages. 
The Marginal Productivity Theory of wages is now generally accept- 
ed. But wo must oxamhro some of tl\o older theories, which aro^ no 
longer regarded as adequate explanations of tvage determination,^ 
but contain important elements of truth which must be brought out. 
Among these theories we shall consider : (i) The Iron Lawi or the 
Subsistence Theory of Wages, («) The Wage Eiind Theory of Wages, 
The ^Marginal Productivity Theory will then bo explained and 
discussed. 

(2) The second problem of wages is that of relative wages. 
Here we must explain the causes of difference in wages in relatioil 
to different persons in the same employment, different employments, 
different times and different localities, etc. 

6. The Subsistence Theory of Wages. This theory originated 
from_tho Physiocratio School of- French Economists and was "com- * 
monly accepted during the 19th century. The German economist 
Lassal le calledji t the I ron Law, o f Wages or the Brazen Law ^ of 
Wages. Karl Marx made it the basis of his theory of exploitation.^ 

According to this theor?'^ 'W?g?8 tend to settle at the level just 
' sufficient to maintain tEe^workor and his family at minimum subsis-. 
t^^^ If for some reason wages rise above this level workers are 
encouraged to marry earlier, their numbers increase by higher birth 
rate until the greater supply of labour brings wages dotyn to the 
subsistence level. If wages fall belbw this level, marriages and births 
are discouraged, undernourishment increases the death rate and 
ultimately labour supply is decreased, until wages rise again to the " 
subsistence level. 

* The French economists came to these conclusions, by observing 
the poverty of the French peasantry in the 18th Century. The 
German Socialists mistakenly thought that Ricardo had come to the 
same conclusion due to the intense misery of the , Working classes in 
England at the beginning of the 19th Century. Actually Ricardo 
believed that wages could rise beyond the subsistence level, . ^ 

‘ _ The theory, however, is applicable to backward countries', like 

I ndia an d Ohinaj where'labourors aro extremely “ poor jfnd 'are 'un- 
able to geE their due from the better placed capllaliat or landlord. In 
such oases the landlord (or capitalist) is able to 'appropriate 
whole of the surplus over mere necessities of life just enough 
to let the labourer and his family carry bn their work.* '' ° 

^PPly liO more _ advanced countries like 
England, America ahd others. The theory evidently, is based on 
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Malthusian Daw of Population. It is_wrong_ tp_say._thjl ;_every k- 
crease in wages must inevitably be followed hy an, mcrease^^irth _ 
rate. ’!An increase in wages may be followed by_ a -higher _ standard 
of living both in agricultural and' industrial countries. In Denmark 
and Holland, for instance, agricultural labourers receive wages above 
the mere subsistence point. In industrial countries of Europe and 
America wages have been steadily rising and the working classes are 
much more prosperous now than they were a century ago. Another 
criticism of the theory is that the suW_stenceleyel,is jnore.orJesS-Uni- 
form for all working clasps with certain'exceptions. -The theory thus ' 
does not ercplain differences of wages"in different employmente. Finally, . 
it' 'may 'be'eaid that 'the theory explains wages only, wiffi referenoe__ 
to supply, the demand side is entirely ignored. On the.demand side 
the einployer'"has"t6 consider the work which the employee gives, 
him and not the subsistence of the employee. J ' , 

/. 7. Wage Fund Theory. This theory is associated ;With the 

/name of J. S. Mill. “Wages,” wrote Mill, “depend updii the' demand 
■ and sup^^'oriabour, or, as it is often expressed, on the proportion 
v between population and capital. By population-is here meant.the,, , 
/ number o^y of the labouring classes, or rather pf those who work - 
-> for hire, and by capital, only circulating capital, and not even the 
j whole of that, but the part which is expended on the direct purchaBe 
\of labour.” , 

According to this theory, therefore, wages. depend upon Wo 
quantities >■( 1 ) the wage fund or.the circulating capital sef' aside for 
the purchase of labour and ♦fti) the number of labourers.seeking 
employment. Wages, therefore, cannot rise unless either the wage 
fund increases or the number of workers decreases..- ' But since 
the theory takes the wage fund as fixed, wages could only rise by 
the reduction in the number of workers. Moreover, the wages of 
one kind of labour can be increased only at the expense of another 
kind. It would appear, therefore, that according to, this theory the 
efforts of trade unions to raise wages are futile from" thejpoint of 
view of the labouring class as a whole. If they succeed in raising 
wages in one trade it can only' be at the expense of another, since • 
the wage fund is fixed and trade unions have no control over popu- 
lation. , , . ^ 

nr-ii theory has been widely criticised dnd stands rejected now. ’ 
Mill himself recanted it in the second edition of his principles. The 
main objections are given below : . . . , ' 

' ^^^.,iy^',i-SHght thak. wages are paid out of circulatingpap.ital^ 
whether the source of wages' is capital or the present pro- 
ducts hM been the subject of acute controversy in the past. -.English - ; 
economists froroRicardo to Mill thought that wages wore paid out of 
' English and American economists of the period from 

1880 to 1914 ’thought that wages were paid out of the present , 
products. Actually neither , of these -views is entirely correct. lu 
some cases where the process of production is short (e.g‘, final stages 
of the productive procesal wages are 'paid ' out of the present 
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production. On the other hand, when any process of production is 
long the labourer obviously does not obtain wages from the product 
of bis labour either directly or through exchange. In such cases 
wages mainly come but of capital. . 

(2) Mffl arg u ed th at wages were p aid ou t of a.certain fixed pro« 
Dortion ~of canit ar seraiide Tor "this purpose*.”” This is also not tnie^ 
TSefe is no fixed wage fund ih’tKis’iehset fund, if we can at all 
call it so, is elastic.^ 'Its volume changes according to the prospects 
of profits. The productivity of labour at a given time is an impor- 
tant factor in determining these prospects., 

(3) The theory is a mere t ruism. Without telling us about the 
sources of the wage sTun d ancTBEe method by which it is estimated, 
’ifsifiiply tells us what is self-evident namely that the wage can be as- 
certained by dividing the wages fund by the number of workers/ 

(4) It assua\es^^^degree.,of ^antagonism between ^labour and 
capit al thaf^ d ^hbr^ist. According- to the theory wages can only 
increase at liEe“'oxpehse of profits. But this is not necessarily the 
case. In times of business prosperity both wages* and profits can go 
up. 

(6) It is’ also w rongjbQ.a3Sum^th at forcin g up of the wa ges will 
drive oapi@ abroad— capital is not so sensitive nor are theproKts so 
^nelasti^ Returns on capital fluctuate from time to time. 

(6) The wages fund-theory^d oes not he lp us to un derstand why 

wages dif^r_ in different occupations.. ' " 

(7) The wage rates prevalent in different countries,^ do jnot 
correspo nd to*^ th e total amouDt.of capital . available. there. ” ih now 
cofinFries coital is scarce and" the wages are high, opposite is the I 

’ case in the old countries. • • 

8. Residual Claimant Theory. This theory has been advanc- 
ed by the American economist, Walker. According to him wages are 
the residue left over after tSe olHeOactors^rproSuo^ETK'ave'been” 
paid ,. Rent, profit and interest. Walker thinks, are determined by 
deflate laws. There is no similar law operating as regards wages. 
Out of the total production, therefore, after rent, interest and profit 
have been paid the remainder is wages. If on account of the greater 
productivity of labour the national dividend is increased wages also 
will increase. The theory thus allows the possibility of increase in | 
wages through greater efficiency of labour. 

’ This theory also has been rejected by most economists. It has 
several 'defects. \ln the first jplace it does not explain how trade 
Pini ons are ab le to raise wa ges, i -Secondly ,*‘i't'’ignore3 the influehoe of 
ST^^y of”T®6ouron wigesbthirdly, one fails to understand v^ythb 
sam6'Taw~"df * suppI.Qnd 'dema nd thaf ~ explmns"th6 remuneration of 
otEii factors of production should not be applied to wages as'well, ^ 
' S Finally,- -the'residual^laimant is not' tbe”wbfker but fhebntrepreneuK 

9. Marginal Productivity Theory, of Wages : The marginal 
productivity theory takes into consideration both the supply of and 
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demand for labour. According to this theory wages ate determined 
^ by the equilibrium between the forces of supply and demand. At 
any particular time supply is more or less given, demand plays the 
‘ more important part. Over long periods, supply of labour can bo in- 
creased or decreased and the forces controlling supply also become 
! important, but these also r ct by influencing marginal productivity. 
Therefore the theory' is called the marginal productivity’’ theory. 

Just as there is a demand price for commodities, there is a 
demand price for labour. Thfe" demand for labour under typical 
circumstances of a modern country comes from the employer who 
employs labour and other factors of production for making profits 
out of his business. The demand price of labour, therefore, is the 
wages that an employer is willing to pay' for that particular kind of 
labour. To simplify matters lot us suppose that all labour is 
of the same grade, i.c , one labourer is as good as another. Sup- 
pose an employer wants to engage such labour. How much wage 
will he oSer ? Lot him employ labourers one after the other, just as 
a consumer consumes units of a commodity’ one after the other. 
After a point the law of Diminishing Returns will come into opera- 
tion, when every additional labourer employed will add to the total 
net production at a decreasing rate. In other words with the 
increase m supply the marginal productivity of labour will fall. Up 
to what l^int ■wUl the employer go on engaging additional units of 
labour . Ob’yiously up to the point where he thinks worth while to 
employ the lost unit. He ■will naturally stop employing the addi- 
tional labourers at the point at wh.eh the cost of employing a labour- 
er just equals (in fact it is a litte less than) the addition made by 
him to the value of the total not product. Thus the wages that he 
such a labourer (the marginal unit of labour) will be 
equal to the value of this additional product or marginal productivity- 
, But smce by our assumption all the labourers are of the same grade, 
' labomers marginal labourer will be paid to aU the 

In fact for any particular employer working under competition 
wages are already settled by the market forces. He cannot influence 
wages appreciably by employing more or less of labour. He is in 

individual consumer purchasing under 
competition. The individual employer like the in^vidual consumer 

to*" too f marginal productivity 

of labour to the prcyailmg rates of wages. It is the demand_of all 

in rolati65*tothe given supply 
that determines the marginal prodqctivity~of lab6ur*as a wTTole'an'd 

, the rat<5 ol wages m the market, / , ^ 

‘ Supply. When we explain wages from 

the ade of demand we assume supply to be fixed. Similarly 'we 
can assume .demand to be fixed and sJy that when supply of lahour^ 
. increases its marginal productivity falls, and conversely^hen supply 
decreases marginal productivity rises. In the former ckse wages mil 
fall, m the latter they will nse. When we say that the marginal 
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productivity of labour has fallen we mean that labour is.put now to 
uses in which its net contributions to production'at the margin are 
lower ; and conversely in the case of a rise in marginal productivity 
its net contributions at the margin are higher. 

The supply of labour may be influenced by vari ougjactors.' The 
supply of labour as a whole depends upon tlie gro^h of ' populati on, 
the problems of which we have already 'considered^"~T.’He supply of 
labour in a particular employment can be increase d at the expense 
of ‘ other employments if the marginal productivity of lal)our and 
SSSbe wages in "suSir'eraployments rise. A given supply of labour 
under conditions of perfect competition gets distributed in various 
employments in such a way as to make the marginal productivity 
of labour in all the employments the same. Bu^ jf, labour cannot 
' move fron t onC employment to anoth er fre ely*,. marginal .productivity 
win be diffef enTih different empdyments^audjwagesjvilL be.different 
even” for the' same hind of lab our. This is, however, the problem 
, of r^ati vSTWfiges" whioh^ we sKall consider later. 

The sup ply of labour m^ bgj^reased by labourers refusing to 
5 ^k .for a time. Tins~Eappens when lablmr is'ofganised Inid’trade 
^oHsi! The labourers may not • accept wages offered by the em- 
ployer if such wages do not pay for their habitual standard of living. 

, But as we shall see, it is only when higher wages are justified by 
higher marginal productivity that they wiU be paid. T^sjahourers 
with low marginal productivity ^cannot demand hig^wages merely 
oh.the^hasiOf-their— stahdard-of4iving. ' In "the’long" run; however, 
marginal productivity wages and standard of living tend to adjust 
with each other, , ^ 

'H. 'Wages and the Standard of Living. Late in thp 19th 

• Century a modified form of subsistence theory was propounded by 
some writers; ' They contended that the wages tend to conform not 

' to the level of mere subsistence but to that of the standard of living of 
tho class ' of workers concerned, to which such workers have become 
habituated. ^ There is^^omo truth m this, modified form of the .theory 
’be cause the'etaiv da rd of TiVihg does influence wages in several ways : 
^ jPTfsCwor&ers as far as possible wiirrefuse '-tb abbept'wagesTielow 
their established standard of living and by withholding the supply 
of labour will compel the employer to accede to their demand. 
^Secondly, higher standard of living by increasing efficiency of workers 

• may inoreasf their marginal productivity and hence w&ges, %'l‘hirdly, 
the standard of living may influence wages by. setting limit to the 
increase of population. If the wages do not cover' the established 
standard of living of the ,woi’kerB they will abstain from .marriage or 
producing children. This will reduce the supply of labour, increase 

• its marginal productivity and raise wages. 

It shonld be noted, however,' that atanda'rd pf liying^depends.ag 
much on wages -^s^^wages' ^depend ^ upon standard^of living.' Mere 
itisistilttg-upobr“''ar'higher standkd of living,' however,’ v^l not raise 

i i . ' \ ^ ' 
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wages unless the marginal productivity of labour justifies higher 
, wages. 


12. Taussig’s Theory of Wages. The American ■ economist 
Taussig gives a modified version of the Marginal Productivity 
Theory of Wages. According to him wages st and for the marg inal 
discoHnl''d__proiucl of labour.* He belio\ es tbafyou cannot arrivoYt 
a specific marginal "product of labour, t.c., there is no specific product 
j'ou may ascribe either to labour or to capital. Production is the 
result of a joint effort on the part of the various factors of produc- 
tion. Taussig conceives of the marginal product of labour as the 
joint product labour .past as well as the present, determined St" 

the margin of culViv'atidn "whero "there Is no rent. Capital he regards'" 
as past labour and enterprise also as a form of labour. The land at 
^ the margin gives no rent. Thus the increase made by labour to 
^ total production at the margin of cultivation (labour including" past 
'JaTiour as' well) is the marginal productivity of labour." "* *, 

But the labourer cannot get the full amount of the marginal out- 
put thus conceived. This is because production involves time and 
the final product of labour cannot be obtained immediately. But 
the labourers have to be supported in the meantime. This is done 
by the capitalist employer. But the gmplover does not pay the 
the_e.vpected_marginnl product of labour. He de“ 
ducts a TCrtain percentage from the final output to compensateThini 
for the nsk he takes by making the advance. This deduction, ’a’oeord* 
^ing to Taussig is made at the current rate of interest. " Wages 'thus 
•equaUho totaj product of labour on marginal land minus the amo'^ 
(discounted as explained above. " 


,. °f this theory have been recognized by Taussig 

hin^elf. -First it is “a dim and abstract one, remoto-from (the.- 
problems oJTrral life To this ho replies that this weakness is com- 
mon to all economic generalisations. Secondly, a more serious objec- 
tion is that t!^„ioint_produot is discounted at the current rateof„ 
But acooiffing to his own analysis the 'rate o'f interfflf is 
a rMult of the process of advance to the labourers, because it de- 
pends on the excess of what the labourers produce in the future 
advanced to them in the present. This would be reason- 

d difficulty Taussig suggests that we 

of interest mdependently of-marginai productivity 

disnniint Preference and with ^e interest thus dotennin^ 

ISfL This, however, hardly 

solves the difficulty, jt merely evades it. 

■R ultimately analysed is a version of the 

iSS ~ 5V;ages. He says in fact that wEgSare- 

what 18 left after rent, interest and- profits are deducted from the 

total output. As such the theory is open to all the objeotions -con- 
sidered in connection with the Residual Claimant Theory. 

13. linutations of the Marginal Productivity Theory. We 

have akeady studied in detail the various limitations and criticisms 
of the Marginal Productivity Theory as a general principleof distri- 
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‘ oution. i .With reference to its application'to wages .'we may., repeat' 
that the Jhep^, IS jbrue pnly^_under^ertain assjimptipns, like., perfect' 
Mrmpetition, perfect mpbility^pfla^^ empl oyment to emplpy- 

,ment,.homogeneous^charaoter^of aUJafa'our,^comtentj.rat^^^^ 
an^ rent and "given nnces Vrthe 'proHncir'"'!^^ is a static theory. The 
actuai’‘w6rTd 48'dynamic71" "Air the ’factors 'as*Sime2f"^^ep6nstaEnt in 
fact are constantly, changing. Competition is never perfeotj mobility 
•' of iatiom is festricted for various reasons, all ' labour is hot of the 
jame grade, remuneration to other factors of production do not 
remain constant a;nd the , prices of the products of labour 
vary. All these changes modify the theory when applied to actual 
conditions. The theory, hp^^yer, as an assertion of a tendency,, js 
true and is valuable in understandihg the Basiciforces IKaS detenhine 
vjagejates,.., 

In the actual world, due to the absence of the above assumption, 
there is hot ohe fate of wages' applicable to( all labour. Wages 
di^r. frQm.,placelto.place,.peiSQh-iQ-per3omand-employment , ,tp . em- 
ploynieht.,.. The reasons for these differences relate to differences , .in 
efSciency natural. or.acquired and other, elements of economic friction 
which we shall consider under relative wages, jin the matter of 
bargaining, the. employers are in a .much:,8tronger„„po’sitiohraSd: .they 
do not feel compelled tp„ pay the wage he^^^pan, and Ji,6.,.:pught. The. 
workers too” do not seek the best . mari£e¥”'on account of ignorance 
and reluctance to leave hearth and home. Hence the^l^revailing rate 
df.wagai'ia generally , less, than that warranted by marginal produc- 
tivity. ; It’ is also difficult to measure prodaotiyity,,whether in terms 
of product or !value"l"~' " ' ; 

14. Modem .Theory of Wages. The.modern theory of wages 
applies to' labour the fundamental principles according to which 
■ values in general are determined. Corresponding to market value 
and hofmal value of things, respectively, we have wages at* .any 
given moment and wages in the long f uni ‘tWages at any mo tuent 
. afd detefmihed hy 'the marginal productivity of labouFto'theTentre- 
preneur, whnp normal wages ,^(;i,^,c,,^w.ages;,.in^.the Jong run) must 
Be Buffic tenf J'cTcover^the stradard^of life;of.the wprkers in tBe.graJe 
cphccrnedr^rh^lie 16”nyf uh7 Jli e le vel of wages tends to l^ha't point 
at wTiich the iharginal productivity ’ of the workef ff^qu al ' to' th e 
supply price'of the worker a3'’3etefmm his standard oflife.”^ . . 

Really there are.two limits within which the actual wage :will 
lie. • The upper jimitdaSsedtby-the. employer„according' to.„marginal 
produ ctiyity„of,the.,worker. ~ The .employer cannot afford ., to pay. 
^ more than this, otherwise he will lose. - . This limit may he called -the 
'On the side of the worker also,- there':is ,a .limit 
bdow which he will not accept a wage, permanently ; temporarily 
he may.. This Iim'itJa„detetminedJ>y.. hiB sta ndard of life. In -.the 
Jong run- the wage must enable him to mamtafn'fh'iiTstandard. ' This 
may be called ’the socmljtvage. • Between these, .limits the wage . will 

, 1 Thomoa, S.T3,'— Elements of Ec'onoinics 1939, p. 268. ' ■ • '* ■ 
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be settled somewhere ncccrding to the relative bargaining strength 
of the parties. 

15. Wages nnd Efficiency. There is a close relation between 
wages and efficiency. Greater efficiency leads to greater productivity 
of labour. This enables him to get higher wages. ' High wages 
in their turn enable a labourer to maintain a higher standard of living. 
Higher standard of living implies better food, clothing and -horis- - 
ing, better opportunities for training and recreation, etc. All these 
things in their turn tend to increase productive efficiencj'- of the 
labourer and his oilspringa, and enables them to cam higher wages. 
Conversely, low wages by keeping the standard of living low lead to 
low productiyity and lower earning power. Thus a vicious "circle'' 
may be created, to get out of which becomes more and more difficult 
for the people concerned. It is in this way that poor countries tend 
to become poorer and rich countries richer. The circle of poverty 
can be broken only by conscious planning on the part of an enligh- 
tened State. Mere raising of wage.c, however, does not automatically 
raise productive efficiency. It may increase senseless espenditure 
without raising the standard of living. 


Wl^, however, higher wages are paid, in .response to greater 

burden .oti ihdultryr 

itras-high-wages do nordways mean high cost of labour.' ' 'In'Tfiet 

prodded higher efficienov moro-than 
counterbalances higher wages. For instance, if wages *in America 

^ ^ ^ k those in India, while productivity of 

IS more than four times, American labour will bo cheap and 

with TnHia America compared 

be lower than America will bo higher, real cost will 


inven«on??^Tho“l ^“ventions. How are wages influenced bj 
tions result in pnnn TV upon whether the new inven- 

iSeTconomfnf 1 invention results 

nroducthritv^in f reducing demand for it, its marginal 

productivity will fall and wages will tend to fall. If on the other 

to kbom'SeeZf relatively 

relatively to that nf l inarginal productivity will fall 

Se In nmcMee fall and may even 

capital alone But moQt inventions economise either labour or 

Sv thus tend ^ economise more labour than capital, 

in the Ion? neriod Tn ti short period but not necessarily 

the mcrease^in the natin!fnl°T^ penod wages may be increased due to 

ventions. The national divid'end^k bound^to 

tions deoreasp rhp nnnnfif.. bound to increase because inven- 

Sut Tthktil ^ to produce a given 

SfielS ^ production are relLed for ule in 

«hnrp^oni^n*°”’ whether the' : increased 

share of labour in the national dividend is relative or absolute. It 
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is quite possible that the new inventions piay increase wages only in 
the absolute sense while* relatively to the share of capital the share 
of labour may go down even in the long run. 

17. Wages and Unemployment. Inventions affect wages by 
acting on the demand for labour, the ex iste nce of unemployment.. 
may affect wages through .supply. Since" nnemployuTeutmeans'r^erye 
supply or potentlaTsupply of labour one would'cxpect that existence 
of unemployment would tend to depress wages. But this is true only 
under certain conditions as has been pointed out by Dr. Hicks. 
Wages may rise in the face of unemployment This is so because 
unemployment is of two kinds. The one kind is that was faced by 
almost all countries of the world during the world depression. Such 
unemployment undoubtedly lowers wages. But unemployment may 
exist in the sense of a large number of ^pepple who for various 
reasons physical, mental, or moral do not or cannot offer themselves 
for work. Such people are unemployable and form' quite a fair ' 
proportion of the population of almost every country. Their number 
in India is quite large. SUoh people, do not form a part of the 
normal supply of labour thohgh some of them may be employed in 
times of exceptional scarcity of labour. Their existence does not 
tend to lower wages of normal workers Such people normally re- 
main unemployed because they are not worth the marginal wage 
paid by the industry. 

18. Influence of Custom or Standard Rates on Wages Cus- 
•tom plays a much smaller part in the fixing of wages now than it 

used to in older times. In India, however, the influence of custom^ 
in the villages is still appreciable. As regards the remuneration of*'* 
professions, custom plays still an important part even in advanced 
countries.** Lawyers and medical doctors’ fees are cases in point. But 
even here competition mapages to play its part, though it is not 
fully , operative. Lawyers compete with lawyers and doctor? with 
doctors at the standard foes. The competition depends upon differ- 
ences of efficiency rather than on price cutting, so far as standard 
rates are effective. Even in industry standard rates do operate to 
' some extent. It is difficult to arrive at the correct marginal produc- 
.. tivity of a manager. The rates 'pQid are usually, customary or 
standard rates approximating to efficiency only m a rough way. 
Even wages though more carefully and accurately determined tend to 
become standardised and do not reflect accurately the differences in 
productivity. In practical life it is impossible to calculate as accu- 
rately as the theory demands. Adjustments are only rough and 
grave mistakes may be made even by the most careful employer. 
Moreover decisions are not made on pure economic grounds, Per- 
-sonal feelings of the manager or the foreman may intervene or the 
general state of trade may modify economic considerations. In slack 
times, for instance, a man may be kept on a job on account of 
philanthropic motives though he does not earn his wages in the 
economic sense. All these considerations limit tlie application of the 
theory to practice, > ' ' 
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19. Why Wages Rise or Fall ? The wage rate is determine 
by the interaction of the forcc.s of demand for labour and Supply of 
labour. Demand for labour is in the last resort derived from de- 
mand for the goods tliey produce ; and supply of labour depend? 
on the changes in • population cither through natural increase, or 
through migration. Any change on the demand side or supply side 
or both is likely to bring about a corresponding change in the wage , 
rate. 

Broadly speaking wa ges w ill rise under the following circam- 
stances : — • 


y{i) Decrease in the working population either by deaths or btf 
emigration. ' ’ | 

■..{it) Improveinent in the eilicioncy of the workers. " ■’ 

_'{m) Economic development of the countrv, .i.e., development of 
agneu ure, trade and industry. Marked and rapid economic develop* 
more demand for labour and increases the national 
^oductln^**’'^ remuneration for the agents of. 

natiiral resources having 

^onpation of strong trade unions, 

tbei/mim'^?'?"^?*^" increase in, 
their number creating a keen competition for labour. 

^ v(t'tt) *War. 

the wage5.^ay.fc.ll;in the following circumstances 
(0 Increase in population ; ' 

■-(i/) Economic depression ; . ' 

lion,'b?dbSg7c,1Si°l 

'■(i'll) Destruction of national assets by war. 

ed wdth oyielative Wages. So far we were concem- 

which decide ITip have_ examined the general • principles 

against that tr dividend going to labour ns 

against that going to the other factors of production. • 

I explain the cau™s'o/d!ffl^^ ^ages is different. Hero we have to 
( or occupations or cradef n'f different employments, 

1 persons in the ^amf employS or 

talked of labour M^uchTpT'^ wages wo ignored these differences and 
Deration. We assumed eapital, etc., as suoh and their remu- 

’ real life, labZTs rtlAh! "^ standard.'^ 

are different gadefinStMeh^'^'^-^-^-^ 

In each vrad^Vip,. m a country may be classified. , 

SsTtfoSroblp 'T employments. Each employment 

uas im own problem of wages. But the general principle of wage 


Waoes 


33& 


fixation is the same; Wages eve rywhe re tend to ap proximate 
the mar ginal produotiyity~^ labour. But the jnarginal prqduo- 
tmW of .labour vdn.berfflSefent'ifilJifferela'tVmplbyment^ grades 
injiccqrdance with .the.degree.of ..scarcity" of. .-each Mnd 7-of lahd uf.in 
relatiqnJboi'he-demai^ for it, .or ultimatelyjn relation to the demand 
foFthep.roduc^.of eac& hind of labour.' Thirls '"so because the 
demand for lahouFis a deffved'"deman3^rom the demand for the 
products of labour '. 

If there was free mobility of labour over the whole field of em- 
ploym?nt, real wage would tend to. be in proportion to the .relative 
efficiency of labour engaged in each kind of work. Real wages (not 
norminal wages) of workers of the same level of efficiency would tend 
to be the same. If workers in one employment were getting real 
wages more than in proportion to their efficiency labour would tend 
to move to that employment until increased supply would bring 
down its marginal productivity and wages. An opposite movement 
would take place if an employment paid lower wages than justified 
by the relative efficiency of labour. 

' In the actual Vorld labpur cannot, mo.ve.freely-from employment 
to mployrhent"espe6iallyTn different grades... Different grades ,tend 
tcP^^e. "non-competing groups.” - 

21. Non.'competing Groups. While discussing general wages 
we assumed, as just noted, that all labour belonged to the ■ same 
grade. In actual fact the working population of a country may 
conveniently be divided into the following strata or groups. Each 
group is more or less exclusive. 

(а) The lowest group is the unskilled labourers who lack special 
skill and special training. Most of the heavylcoanuaT work is .done 
by these people. 

(б) Above them are the semi- Bkilled.workers who possess some 
skill and -bear some responsibility, lihough they^o not need much 
training. 

' (c) The third group is constituted by skil led workm en including 

clerical workers and salesmen. Oarpenters7eledtnoians,”e?o., belong 
to. this, group. , , ^ ^ 

' ' (d)‘ Then' there is the middle class consisting of ordinary business 
men and professionals. ' • . . 

(e) The'highest class is constituted' by successful professionals 
and 'business men, entrepreneurs) engineers,- elcT'" ’ 

There are different employments in each of these grades and 
different wages may be earned by persons in different employments 
or even in the same employment. Each grade has a different level 
of earnings. What are the causes of those differences ? 

In India among other reasons, non-competing groups are created 
by the caste system. Ihothe^ countries differences of opportunities 
for education and training available to different classes of people lead 
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to sacli uoii-oompetiiig group=>. Supply under such conditions 
cannot adjust to demand. 


22. Causes of Differences in Rclalivo Wages. Wo may now 
* £nmninri‘-e the causes u Inch create diircroncc.s m svages in different 
employments, profc'^sions and localities. 

''"(i) DiJItrcnc's in rfficitncij. These maj’ bo due to different in- 
born qualities, education, training and conditions under which work 
IS perloim''d. 

til) Dri^lincc oj non-coiiiptling groups. As explained above, these 
an^o because of the dillicultiCT in the way of mobility of labour from 
lower paid to higher pud employment. These difficulties may be 
due to geographical reason, or soeial or economic reasons. Examples, 
lesjiectivcly, are 1 ick of transport facilities, existence of family ties 
or caste barrier^ and lack of mcaus for better training, etc. 

'^iii) Hit dijjicultg of learning a trade. The number of those who 
can master dilTliuult trades will he Moall. Their supply will ho less 
than demand and their w.agcs mil bo higher. 


'(u') Dijfertnccs in agrceablenas of cnwloumcnt. Disagreeable 
employments must pay higher wages to attract labourers. If, however, 
diragrccable work can uo performed by unskiUeel workera who 
mnv’t o ^ f uetter (duo to e isto or other incapacities) wages 

may bo quite low, c.ff., few eepers in India. 

nromormn gives hopes of future 

occurt.on^ wi®'' . another 


lu these factors create differences 

m r ^ the adjustment of supply of labour to demand 

wse liermm ““‘P'oyniontfe and grades. Wages are in every 
te laooSTb. th relation to demand 

to each land S productivity of labour with respect 

lower^vai^rw'^n^''* of Women. In most cases women are paid 
Srsonl t^ ^OTk. There are vanous 

custom DntilVn^ the first place it is due to long habit and 
Z regarded as a 

tend to crowd intn countries of today. Even today women 

wages Iheic. occupations involving drudgery and depress 

thov do not make their work a life career 

i'lieir -urn aormaUv proper education and training. 

rlit>in I •L.jpf-. -1 to got married and after marriage most of 
them coase to earn ludepeudenlly and depend on their husbands. 

Rnlvp^lnto'trn^n "’o™en do not organize them* 

solves into trade umons to enforce higher^ wages for themselves. 


I 
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Their employment being only a stop-gap between school and mar- 
j^iage they do not give much attention to this matter. 

Fourthly, women workqj-s are prepared to accept lower earnings 
because they have very limited obligations and responsibilities. In 
most cases they do not depend merely on their own earnings, even 
when they are in employment. Husband, brother, father, may 
and do give them financial support. , 

Finally, men workers are much more reliable for continuous 
efficient work than women workers duo to various reasons. Mon 
are physically strong and can undertake more strenuous work and 
can bear much greater nervous strain. Moreover a woman on 
account of biological reasons is partly* or wholly incapacitated 
for full work during certain periods of her life. 
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ClJAl'TEK XXViJl 

SOME PROBLEMS OF LABOUR 

1. Iniroduction. In iW i»roviou« c1i:tpt»r wo rn-rp concern 
vridi the conoml principles (hut rlctcrmino tiio sh/iro of lalxjsir i® 
the n.ition^i Jiviilondl But tJics'' principles do not alwnj's operat’’ 
freely. Crmpetition is never perfect on botli aides, Tiio eiiiploje'' ' 
has certain adv.iutayC'! over the employee as sro ohnll niy. Tho om* 
ploy eci tUensforo have to help theraselvet hy orit miration and mile 
tant action. Tiio bal.auco is sLo redressed by the ncUon of 
State through Icgi.dation dxiug ininimiun wagc.s atid intnyluciDg 
various KohciiiM of fiocial insurance. In tiiis chapter we propo.’e to 
study the problems arising out of such fielf-he!j> _ nnd State, help 
accruing to the labouring classes. \Vc begin with trade uuiofiSr 
tUo workers' organs of eclf-belp, ' 

2. Trade •Unions or Organisalions of Labour. “A trade 
union," in the words of Webbs, " is a contmuous‘.n.ssocifttion of'vrage 
earners for the purpose of m-ainlnining or improving the oonditioaJ 
of their employment.’’ 

Why arc trade unions necessary ? We have alrc-idy Fcch that 
the wage earner, etandihg isolated, U in a very weak barj^ining 
position vis-a-vis his employer. This is duo to certain poouHarities 
of labour. Labour is the most peri.shablo of commodities. It has 
no reserve power. A day’s labour withheld is lost for ever while the 
labourer whether he earns or not Ijm to bo fed and otherwiso main- , 
taiuod. The labourer thcroforo cither must work or starve. Moro-*^ 
over, there iS another reason why an employer is , in n boUerj, 
bargaining position. " For it must bo remembered, " save Marshall,’. 
*’ that a man who omploya a thousand othora i.s in himsoif an abso- 
lately rigid combination to tlie extent of one thousand units among : 
buyers in the labour market." J5uo to this weakness in bargaining..-' 
the labourers are likely to got wages much lower thn’n their margi- 
nal productivity, Lower wages in this way have cumulative effect. 
Lower wages may reduce cfBoioucy and honco tho marginal 
productivity of labour. 

It was therefore found by tho • labouring classes, early in the 
industrial advancement of the various countries, that unless they 
improved their bargaining position through forming trado unions 
they were in danger of seriouB exploitation by the employing class. 

Trade unions in modem industrial countries arc militant orga- 
nisations fighting for tho rights of tho workers. Thcir aim is "to 
ensure adequate wage.s, hotter conditions of work nnd more recently 
to secure some share in the control of industry. By creating a fund 
of their own through subscriptions of members, trade unions give 
financial help to labourers in the form of sickness and acoideht 
^benefits, support them during unemployment and during strikes 
nod look-outs arising out of industrial disputes. 
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■ 3. Trade Union and .Wages. The question of wages has been - 

and still is the main concern of trade unions. The labour leaders 
always JbcKevo.that.tradc unions, by improving..thc,bargaining. power 
0 ? labour, could raise jFages.,..„On the other hand, the cla,s9icaJ^.._eca-'', 
nbinisls argued that wages could 'be .raised only .atjhc, ^expense ofj 
profits and„.a .fall., ia. .profits . by . .decontinuing industrial aetiyityl 
would redu'ce demand for labour. Thus either wages" must "be re-j 
duced of unemployment must be faced. Trade unions according to\ 
this view could not' raise wages permanently. It is also pointed out 1 
that wages are determined by marginal productivity and the unions 
'can haye* no influence in tlio matter. 

'(.✓Trade unions, however, can' raise wages mainly in two ways 

(t) Trade unions can ensure that labour is paid to the full value 
of its marginal productivity. •* Under perfect competition no doubt 
wages tend to equal the marginal productivity of labour. But compe- 
tition in the actual world is rarely perfect. Hence wages do not 
come up to the marginal productivity level if the bargaining power 
•.of labour, is weak. ■ Byjraproving the bargaining pqwer.^qf„Jabour 

trad e unions can thus .ra{io.wage 3 ~ 5 p lii^"thG 'marginal producHvity 

.. . . 


1 ' -(ii) Trade unions can raise wages in another .way too. They 
can improye^the marginal productivity of labour. Trade unions 
can raise th"o "Ihaf^nal productivity* of labour in jtbreo ways 
{®) Byrforcing , the inefficient employer to use more up-lb-date' ap- 
pliances jind organisation."'' It should be remembored that the . mar- 
ginal productivity of labour,, among other things,- depends upon the 
population in which labour is combined with capital and other re- 
'sburces. 0 ) By improving the efBcienoy of labour itself. This 
may be done by fostering habits of sobriety, thrift and honesty and 
by helping the younger generation to acquire bettor education and 
training.-: (c) Trade • unions may inoreaso . the marginal produc- 
tivity of particular group of labourers , by restricting its supply. 

. But this policy will succeed only..undor.certa)n conditions. These con-; 
' '^tions are , ; '(1) The demand for that group of labour must bo 
inelastioj which means that the demand for the commodity which 
the group helps produce must be inelastic; (2) the wages lof 
the said group must form a small proportion- of the total cost 
of production of the commodityiboncomed ; and (3) -the other factors 
of production must : be “ squeezable In other words, they should 
not be easily transferable to other ( uses. ■ In the long run, however, 
■there is a danger that the employers may 'adopt -substitutes in .the 
way of labour-saving appliances and demand for labour may fall off, 
thus ; bringing down wages. Trade unions can . raise wages if , they 
_u££_^i^clusivc and it is difflcult"'ttr'impOrt"‘,'‘black’^legs;’~7~'r'7:r ■ 
"Mefifs.andl Dements of .Trade, Unions.,, While :pn the one 
. hand :ttrado .unique have proved a, boon to the workers, "they have 
not escapedtcriticism. The trade unions, have proved lieneficial in 
the .following ways . . . j . ‘ , . ‘ '' 

' • (i) A strong trade union.is- a guarantee of industrial ^pcaco and 
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innko for stnbility of the indtiMry. Any diciiion agreed upon collec- 
tively by the \sorkcrH I'h bound to coramnnd obedience of aid 
respect nmonc' the general body of worker* 

(if) By innisting on standard rate* of tvngc^, they hax'o helped 
in weeding out incitiricnt employers. 

(its) By their mntiinl-help functions they have oonsidcmblT 
improved the efllciencv of the workers. The levelling up of s'see- 
1ms gone a long way in rmdieating squalor .and jvoverty from nmo".^ 
the raarres of workers 

(it) The rirc in labour co=Ui consequent on iho increase cf 
wages baa given a fillip to tbe introduction of labour-savinc 
mnchineiy. It has resulted in great technical ndTOnco * . 

On the other hand, the trade unions have boon subjeofed to^ 
severe critioisme particularly duo to some of their nnti-sooial nctivi 
ties. Tiio following aro some of tho clmrge=« levelled against them 

(t) By undue insist^'uce on the jnyment of standard rales oI 
wages, they have only levelbd down tho earnings of superior 
workers. 

(ti) They have adopted a hostile altitude towards rationalisa- 
tion or improved methods of production lest some workers should 
have to go out of w-ork. This nttitudo has rotanled technical prog- 
ress and reduced national dividend 

(tit) Tlicy often odvocate a f'o.«low policy which ultimatclf 
recoils on labour by reducing the national dividend and the volume 
of employment. This exposes the ‘ work-fund * fallacy. 

(iv) Intoxicated with their strength, tho unions have some- 
times launched strikes on flimsy grounds and done incalculable 
harm to tlitrasolvos, the producers and tho community generally- 

(e) Tlioy create artificial scareity of labour bj- demanding that 
only union personnel should be employed. 

_ On tho wholo tho unions have supplied a felt want and filled • 
an important gap. It can easily be seen that in their absence^ 
the workers would have been ruthlessly exploited. If tlio tnassc* 
suiter, does the nation gain ’ 

5. Industrial Disputes. Industrial disputes between labour 
and capitol have become more or less a natural phenomenon of 
mistrial life in capitalist countries. Such disputes either lead to 
smkes, which moans refusal of workers to go to wftrk, or to look-outs, 
wmoh consists in the employers refusing to allow workers to work, 
^nkes are more common than look-outs, since tho aggrieved party, 
the worker, mostly takes the initiative. 

Should tho workers have a right to strike 1 This is a contro- 
■versml matter, especially in tho case of public and quaai-public in- 
dustnes. Stopping of work in industries like railways, tram services, 
water and electric supply, causes the paralysis of the life of 
the community. As regards private industries, especially those that 
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ace not basic, Jihe right to' strike is usually conceded, Even in 
public industries, however, if there are to bo restrictions on the 
workers right to strike, justice demands that the grievances of 
the workers should be given a proper hearing and their rights 
properly safeguarded by public authority. 

Industrial disputes leading to strikes in any cose have serious 
consequences on the life of the community. The workers, the 
capitalists and the consumers /all have to suffer. The workers 
lose their wages, and the employers their profits and their hold on 
markets specially foreign markets and the consumer has to go with- 
out the service supplied by the industry concerned. It is necessary 
for all concerned therefore to create conditions which will reduce 
to the minimum the ''chances of industrial disputes. • Further, 
machinery must bo created to tackle disputes when they have ocour- 
,rcd. ' The first involves the investigation of causes of industrial 
disputes. 

Broadly speaking there are three causes whicli lead to industrial 
disputes and labour unrest in general. 

(i) The desire of the workers for a higher standard of living. 
This involves the solution of the problem of an adequate wage. To 
meet this demand various modifications in the wage system havp 
been suggested and tried in some countries, sliding scale system, the 
various bonus systems and profit-sharing schemes and fixing of 
minimum wages, 

(«) The desire of the workers for greater economic security. 
This involves the problem of unemployment which will be consider- 
ed<i at the end of this chapter, 

(iti) The demand of the worker for some^ participation in the 
management and control of industry. Several methods are sug- 
gested to achieve this end which wo shall consider in the subse- 
quent sections. ‘ ^ 

(iv) Disputes arise also on the question of working hours. These 
are, however, now fixed by legislation. 

(«) Dismissal of a ‘ popular worker or their leader, or non- 
recognition of the anions also sometimes cause disputes. 

As regards the settlement of industrial' disputes, after such dis- 
putes have arisen, conciliation and arbitration boards havo been 
tried in several countries with a considerable measure of success. 

6. Premium Bonus System. The bonus system is devised 
to meet the defect of the time-rate system and the piece-rate system. 
When wages are paid according to time the danger is that the 
‘worker will not put in his best. On the other hand, when wageS are 
paid by the piece the worker is likely to produce work of inferior 
quality ijy hurrying it up. "The idea of the premium system," says 
Chapman, “ of which there are many varieties, is that a standard 
output should be assented to, and that for, any additional output 
^ower piece rates, perhaps progressively -lower piece rates, siiould be 



346 modern ECONOMIC THEORY' 

paid. ” This prevents the worker from .overworking, „ since .extra 
earnings diminish as time goes- on. Thepe is. thus Jess chance of 
hurried or scamped work. In this . way tdefects of the pea(^ ratp 
svstem are removed without sacrificing its advantogcs. 

There are various varieties of the premium bonus system; - 
Sometimes a bonus is paid over and above an agreed time rate if ■ 
the worker achieves the VeGSciency rate” in respect of his output. 
In other cases the efSciency rate is the minimum and a bonus is.pam 
in respect of any output in excess of this mmimum. ' In the former 
case bonus is paid because of the time saved, in the latter because of 
the additional output produced. To give an example of the former 
there is the Halsey system of the United States. Here the bonus 

takes the form of a payment equal to half the ordinary time rate 

per hour for whole of the time saved. Supposing the time alloffed 
for a job is 10 hours and the rate is 10 d per hour. A worker who 

completes the job in 8 hours would receive (10 X 8) d+a bonus of 

(2x5) d. a total of 90 d^. ' . , “ 

7. Sliding Scale. Under the sliding scale schemes wages are 

• made to vary according to changes in the price of the product, or 
■■.the coat of living or the profits earned by the industry. Whim-wages 

.are correlated with prices certain basic prices are taken. If the price 
of the product rises the wages are made to rise in a given proportion. 
If prices fall wages are reduced but generally they are not allowed to 
fall below a certain level. Similar arrangements are made as regards 
variations in the cost of living and profits. 

The .sliding scale system according to prices is sometimes criti- 
cised on the ground that it exposes the labourer to a shrinkage of 
wages duo to factors which in no way reduce profits. For instance, 
prices may fall due to improvements in the methods of production, 
cheapening of cost of carriage, reduction in business risks, etm ' 
duction in wages under such conditions will not be justified.* This 
merely' proves that basic rates should be revised frequently if warrant- 
ed by changes in business conditions. 

' As regards the sliding scale according to cost of living, various 
/ objections have been raised against it. Among theso are the imper- 
fections of the index numbers, the fact.that under such a system real 
.wages tend to remain stationary, that only lower paid workeR 
■ benefit from it. ' 

To these objections the supporters of the system reply that the 

. purpose of . the . system is merely to keep the purchasing power of 

- money’ wages constant. . To increase real wages labour must press ito 
laims .through 'its organization — the trade unions. Sliding scale 

• sy^em - at least adjusts money wages to changing prices ahd'leav^ 
.ihe labourers free to force a rise in real wages when- necessary.', Moifr 

• i/ver,. the ■ objections can be met by improving the index numbers^ 

• nd by' provision of full compensation for changes in the cost d 
living. . ■ ' • , . 

t. JJee' 'S. k 'rhomas— Op cit. p. 341. ... 
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8. Profit Sharing. Under this system the workers ars .given 
a certain peroentage share in the net profits of the industry in i^ddi- 
tion to their usual wages. Various methods are adopted, the most 
common being the cash bonus scheme. Under it a.cortain proportion 
of not profits of the concern are distributed periodically among tlio 
workers. 

Several advantages arc claimed for this system (t) that it reduces 
social friction and creates goodwill between the employers and the 
workers, (ft) that it binds the worker more closely to the firni, (tn) 
that it giv»s the worker incentive for greater output. 

On the other hand the system is criticised on various grounds (t) 
that most of the benefit of additional output goes to the employer, 
(ti) that it destroys the worker’s solidarity, (in) that it checks 
mobility of labour, (iv) that profit sharing should also involve loss 
sharing. But this cannot be done unless the workets have share in 
the management and control -of the industry. 

9. Labour Co-partnership. This system resembles profit shar- 
ing closely. The only difference is that in profit sharing-tho workers 
are excluded from the control of the business', in co-partnership the 
workers are granted a limited share in control. This is done either . 
by encouraging them to buy shares and thus getting the ordinary 
rights and responsibilities of shareholders or they are allowed to 
appoint one or more members as their representatives on the Board 
of Directors. This distinction has tended to disappear in recent 
years since committees of representatives of workers and employers 
have been increasingly set vip for administering both the profit shar- 
ing and co-partnership funds. These committees also exercise wide 
powders in the details of workshop management. 

The various merits and demerits pointed out above in the case 
of profit sharing also apply to co-partnership. With tho additional 
defect that the worker is liable to lose both his savings and his em- 
ployment in cose the firm fails. Further, the labour directors are 
always in a minority. 

The profit-sharing schemes have not solved the problem of 
industrial conflicts even in England where they have been given a 
fair chance. The schome is, however, still in an experiipental stage 
and has been applied only in a narrow field. 

!©► Works* Councils. One method of seeking co-operation of 
the workers la the control of business is that of workers' councils 
tried in England. The scheme was first formulated after the report 
of the famous Whitley Committee in 1917. Works’ committees ate 
organized in each firm consisting usually of equal representatives of 
workers and employers. In some cases only workers ‘representatives 
constitute ^ these committees but they have aooesa to the manage- 
ment for discussing outstanding questions. Apart from fche.so, district 
councils are organized consisting of representatives of traido union 
and the employers in the industry concerned, , ‘ 
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Works Committees also known as Whitley Committees sncceed- 
ed to some extent in establishing peaee and harmony between 
workers and employers. They created a greater sense of responsibility 
among the workers by giving them opportunities of influencine 
decisions in the conduct of business/ Disputes in most cases were 
lettled by voluntary discussion. 


11. Minimum Wage. Another method of reducing industrial 
friction is by ensuring adequate wages through fixing a minimuin 
wage by legislation below which it is an offence to pay a person. A 
minimum wage mav be fixed in certain selected industries usually 
called ‘ sweated trades” or it may be introduced on a national scale. 
Let iH take the case of the selected industries first. Suppose the 
State fixes a minimum wage in the “sweated trades”. What will be 
the economic efieot of such policy on the worker, the employer, and 
the consumer 1 The consequences will be different under different 
circumstances. 


Suppose a minimum wage above the competitive level is fixed 
few selected industries by law or by trade union pressure. 
Xfae State can force the payment of a minimum wage but it cannot 
lorce the employers to keep employing all the workers. The services 
dispensed with and they may be replaced by 
iinin th workers. Thus the minimum wage scheme does not 

rpifotnhnH “troduoed. It merely leads to 

danger that the mimmum 
the employers. There 

IS thus a levelling down instead of levelling up of the wages. 

of thf ^ consumL the price 

mav Lfhp no unemployment may result. Rut it 

petition or bpc^' ^ either because of foreign com- 

Sfn the f t^\^^«>labil.ty of substitutes. In other words 

passed on to tl p product is elastic higher wages caPnot be 

passea on to the consumers. - => 


assumed^^the ?urdpn*^ only normal profits, as we Save 

for long! If ornfife but It cannot foil on profits 

enterpri*:e will ^rint fl are depressed new capital and 

y,, . ^ ^ bttoe, if it 18 specialised and fixed. 

contraetion^of thTTndSrc 

labour saving ^ to substitution of 

tabOOT saving machinery or labour saving methods of production. 

small proportion'^f if wages form only a 

n” ofSe iTv P^^^notion. Then a slight ram- 

mi ^aTe^. ^ incurred by pay- 

raonop™i8b^(ff the result if the producer is e 

is com^rativelv foefosl.c demand for the product 

other -^blicutiUties ’ of electricity, w iter, gas and 
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If the minimum wage fixed is below the competitive level such 
trades will attract capital and enterprise due to abnormal profits 
enjoyed by them. Their demand for labour will increase. The new 
recruits, however, will avoid such trades. Partly due to reduced 
supply of labour and partly to increased demand wages will rise to 
the competitive level. ^ 

If the sweated trades were previously giving abnormal profits a 
fixing of wage at the 'competitive level will not cause unemployment, 
it will mean a cut in the profits down to the normal level. 

* 12. The National Minimum Wage. The fixing of a national 

minimum wage (e.g. a minimum for all the employments in the 
country) may have more serious results, especiaUy if the wage is 
above the competitive level. In this case all loopholes are stopped. 
There jcannot be any re-distribution of labour. Everywhere they 
must be paid at least this minimum wage. 

To avoid its being counterbalanced by higher prices the national 
minimum will have to bo a real minimum wage not a fixed money 
wage. Since no worker can be employed below this minimum, a 
worker dismissed by one industiy cannot find employment in an- 
other. Dismissed workers would thus be permanently unemployed 
unless they improve their efficiency. 

The burden cannot be shifted to the consumer by higher prices 
because higher prices must be followed by higher wages to keep the 
real wages the same. Profits could' not be maintained by altering 
methods of production since the prices of labour saving machinery 
and other devices would also rise. The result therefore will be wide- 
spread’ unemployment and contraction in ail sorts of enterprises. 
This will check accumulation and investment of capital. 

Moreover, the unemployed will have to be maintained from 
public funds which will mean higher taxation and a stilly greater 
burden on industry and enterprise and still greater unemployment. 
Thus while productive activity will decrease taxation due to ex- 
penditure ^ on the growing unemployed persons will increase. ^The 
community will head towards nation-wide poverty by living on its 
past savings. The siirings of economic activity will dry up if this 
policy is persisted in long enough. , t ' ' 

But it is not to be inferred that fixing of a minimum 'wage is 
necessarily detrimental to the interests of the workers There are 
several circumstances in^ which it is bound to prove beneficial to 
them. 

(1) In industries where large capital has been sunk and ex- 
pensive specialised plant is in '‘use, the industrialists are helpless. 
They must carry on even if the wages impinge on profit®. Tn such 
cases profits are squeezable. The workers can continue receiving a 
high wage without any immediate danger of unemployment arising 
out of the closing of factories. 

(2) It is possible that increased wages may he spent by the 
workers in such a manner that their efficiency is'improved, This 
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will rai>!e tbeir inargirml productivity and they will begin dc‘'erviRjr 
I he high wage even if they did not de-ioiTo before. The increase in 
wages will then cease to be at the cvpcnse of profiw and there will 
be no danger of capital being driven out and unemployrncni, being 
cauEcd. 


(o) It is very likely that the workers being poor and unorganised 
were being exploited by the employer?. The raising of the wages 
will only be an act of belated justice and there will be no reason for 
the employers to send them away. 


(4) Finally, if the country maintains a system of uncmplojmit-nt 
heneCts, the workers do not hutTer. I’hey receia'o t h<* doles from 
the State all right the burden of winch falls on the wealthy tax-payer-'. 
The minimum wage 11111“ prove, an inslnirnent for the transfer of 
wealth from the rich to the poor and makes for economic and 
social justice. 


Fixing of the minimum wage can bo advocated on home positive 
grounds : (o) It will guarantee a re.asonable standard of life for the 
workers, improve their effieicney and lift them out of the morass of 
poverty ; (6) it will curb the belfish and anti-social activities of mi- 
ecrupulous employers who exploit labour and try to reshuffle labour 
to avoid paying a minimum wage fixed for certain tnide.s ; {c) it 
will weed out inefficient omployera who cannot earn enough to pay 
the minimum wage. The standard of industrial management will ri-e 
It must, however, be recognised that the minimum wage will 
systini of the country rigid and incl.astio ho that it 
wll be difficult to adjust costs t-o prices. Jdicrc is also the difficulty 
fi . wage,_ If it ij fixed too high, competitive strength of 

tlie indust^- will be impaired or employment will diminish. If it is 
tixed low, it confers no benefit on the workers. 

13. Settlernent of Industrial Disputes. In spite of all these 
fcuorts at avoiding occasions and causes of disputes, however, dis- 
putes may occur and they do occur. Id is therefore noocs“ary to 
ave sonm machinery for the settlement of disputes afted they have 
ariMH. J. bore are usually two methods of meeting such situations : 
(i) Conciliation, and (it) Arbitration. 

tt,o essential feature of this method is that 

by the representatives of workers and em- 
letMcIves, with or without tho mediation of an outside 
?“Siand the Conciliation Act of 1S9G permitted the 
registration of any ConcUiation or Arbitration Board for tho purpose 
. the parties to the dispute together and thus avoiding 

another Act in 1911 this scheme was 
gt ened by ^stituling joint panels of employers and represen- 
^tives of labour known as Industrial Councils. These councils 
have done very useful work. In India the Trade Disputes Actof, 
i9^y _emimwered the Government to appoint a Conciliation Board to 
enquire into any dispute on the application of one of tho parties, 
ouch arrangements, however, do not eliminate all possibilities of 
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strikes since there is usually a feejing of distrust especially on the 
part of the trade unionists. 

When the chairman is absolutely independent and a man of 
outstanding personality and integrity conciliation boards have done 
excellent work. This ms the case in Ahmedabad where Mahatma 
l3andhi usually acted as the arbitrator. - > 

(ii) Arbitration. In the case of arbitration the question at 
issue is placed before^ an outside person for settlement. Arbitration 
may be voluntary as in England or compulsory as in Australia and 
New Zealand. Under voluntary arbitration the dispute is referred 
to a Court of Arbitration (constituted in England under the 
Industrial Courts Act of 1919) consisting of representatives of em- 
ployers and workers. The dispute may be referred to the Court 
either b}^ the consent of both parties or by the Minister of Labour 
without the consent of either of the parties. The award of the Court 
though generally accepted is not binding on the parties The report 
of the Courtis published and the pressure of public opinion in many 
cases forces the parties to accept the decisions of the Court. 

In Australia and New Zealand in the case of industrial disputes 
the decision of the Court of Arbitration is binding on the parties. 
Strikes and lock-outs are prohibited by law and are punishable by 
fine or imprisonment. Compulsory arbitration may involve consi. 
durable hardships especially in countries where the scope for alter- 
native avenues of, employment is limited. In Australia, since 
agriculture is outside the scope of the Arbitration Act, there is ah 
outlet for capital or labour. “ In fundamental industries,” says 
Chapman, “upon the steady activity of which the whole community 
is dependent, for instance transportation, there is most to be said for 
the system of compulsory arbitration.”^ , 

-14. Unemployment. One of, the greatest causes of labour 
unrest in modern industrial countries is the insecurity of employ- 
ment. The spectre of unemployment constantly haunts the working 
classes, "it has been described as the “shadow side of progress’^ and 
its fear is stronger than the fear of any other disability to which the 
labourer is subject, i.e., sickness, old age or even death. It is 
necessary, therefore, to find out the basic causes of this malady ‘of 
the modern economic system in order that adequate remedied may 
be suggested. / 

Technically speaking, unemployment is defined as a state of 
affairs when in a country there are large members of able-bodied 
persons of working age. who are willing to do work* but cannot 
find it at the current wage levels. People who are either unfit for 
work for physical, mental or moral reasons or who do not watit 
to work are excluded from the category of the unemployed. Tliose 
who are unfit may be called unemployables and those who are 
fit but refuse to work are parasites on society. Both of these 
categories are quite common in this counter. Children, the sick 

j L. ’ !! 


^Cbapmim — op. cit , ji. Joi. 
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and the very old or olhcnviso complotelr disabird arc cxaraplM of 
Uio first. Pirs and fnqira and sadhiH, and non-working landlords 
are examples of the second. 

cngagcnient in some prodiictire occupation docs not 

jobs, while they could do 

eomXn l . phenomenon 
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nIovLntlX*'’ country. Full cm 
mXnrl r "t'Jo.bodicd person is employed in doing 
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Under erniSv P‘'‘'^°‘=^’-^ planned economy like tlmt of Russia. 
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posts '* onemployerl as low as 

tween suWVdi’^ nnH Chapman distinguishes ho- 
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seasonal supply (iv) indultml ^rlt "cnsonal demand, (ii«) 

norseasonalflc) the svatom nrr.*^ *XTt ‘ neither cyclical 
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As regards the subjective cadsp^*tl”*’S'^^ object! re causes 

by us, people who are unfit for ^ definition adopted 

the unemplojed ^^Pl^-yfant are not counted among 

chapter. SuSt^to lly t,ero “ separate 

more or less regular mterrnlq n- depressions reonr at 

activity is at a^low ebb and linnm'X^ depressions business 

arc thrown out of omnlovfnpns mcrea-ses. Some people 

Sow much unemulovmonf win ? partially employed, 

city of wages. If wages can bo depends upon the elasti- 

on employment, but trade people can be kept 

Hence those who do not ‘‘earn’' tho"*"'' '”'“SO reductions, 

stances have to bo dismissed ''^agea under the new circum- 

Owing to thoXL^Mson the” do activities aro seasonal, 

reduced atid unemployment is tho?n'^"n ^°t considerably 

work only during sTmmer ni^t^ ' ” factories for instance 
seasonal. From three to five mnn’fi 'n agriculture is 

has veiy little to do Ho is under * 1“ agriculturist 

cowing of crops and 'reaping of fheh™?^ between ^the time of 

methods and prMesse 9 °”^Biit Imply the invention of new 

change only efow^manyworS^^^ 

simultaneously. If however simh f thrown out of employment 
j- ai, nowever, such changes are rapid, as it happened 
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'3 when the Industrial Revolution occurred, ■ large masses are thrown 
ioutot employment. This happened to our artisans engaged in 
indigenous industries when foreign machine-made goods began to 
flood the Indian market during the 19th century. Technical ad- 
vancea, however, if they occur in the same countries ultimately 
,* create new forms of employment and absorb the surplus labour. But 
■ since labour cannot easily move from place to place and employment 
’ to employment considerable distress may be caused during the short 
- period. 

i. ^{h’) Ontiual labour. Casual labour is labour emplojmd for short 
^ periods for doing odd jobs, such as labour in clock yards and similar 
' places. Usually such people are of poor physique, intelligence or 
^ industry and get employment only when trade is brisk. They are 
^ constantly leaving one job for another. “ Many people who are 
' prone to slackness like, or drift into, work of the casual kind, and 
as many who take to it succumb to slackness, irregularity in the 
' provision of work is encouraged,”^ 

f • (w) Social time lag. Social time lag refers to the period which 

intervenes between a worker’s leaving one employment and finding 
' another. This period is larger in times of bad trade and shorter 

* when business activity is on the upward grade. It also varies with 
? tlio character of the labourer and the kind of his economic environ- 
ment, It is quite possible to have surplus of labour on the one 

■hand and shortage on. the other. This is due to the lack of 

* proper contact betwe'en those who want workers and those who want 
' jobs. 

(vi) High wages. Wo may add that unemployment may also bo 
caused by trade union action. If trade unions succeed in enforcing 
a level of wages not justified by the marginal productivity of labour 
such labour is bound to’bo dismls-scd sooner or later. The same will 
happen if a legal minimum wage is enforced which is above the 
■productivity of the labour concerned. 

{vH) Orowlh of wealth. According to Keynes®, unemployment 
may also result from the growth of wealth in a country. With the 
increase of their incomes people tend to spend a smaller and smaller 
proportion of it on immediate consumpt'on. Tins reduces the,,, de- 
mand for consumption goods and hence the profits of the entrepre- 
neur producing such goods. The entrepreneurs react l»y cutting 
down the volume of employment they offer to the factors of produc- 
tion including labour. This tendency can be counteracted if the 
larger savings lead to larger investment. But in wealthy countries 
opportunities of new investments are comparatively few. Hence 
new invo.stment« may not counteract the effect of the relative re- 
duction in consumption. The result is that a portion of the labour 
force will bo unable to find employment. 

16. Remedies for Unemployment. The best reniedy for un- 
ernployment is economic planning. Under a planned economy 

I- Chnpman-^p. citT p. 351.! ^ ^ 

2. Kcytim’ Gonora! Tlioory of Emplojini^nt, ^i.tcrcat anfi .Money. 
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there need be no unemployment. During the great depression (1929> 
1934) there were over millions unemployed in the United 
Kingdom and over 4 millions in the U. S. A. In the plannid 
economy of Russia there was not a single unemployed person. 

Shortof socialistic planning, however, various remedies can be 
adopted to keep unemployment down even in a capitalistic socielr. 
Among these are 


{%) Establishment of Employment Exchanges. These are instito 

tions which keep registers for the names of the unemployed persons, 
their qualifications and needs on the one hand and record of the 
needs of the employers on the other. Thus they brin§ people in 
search of work and those in search of workers together. Apart from 
this some other advantages also ftow from such institutions. They 
not only reduce the social time lag but also furnish information which 
may enable the labourer to improve himself. Further such J 
system can help children and young persons to find employment 
. after leaving school. They can also give advice for continuation of 

education or training after the school stage. Finally, they can be 
used to minimise casual labour, which can be helped to find more 
regular employment. 

(ti) Unemployment due to trade cycles can be tackled in two 
'~(®) by spreading the reduced demand for labour over all the 
affected trades, and (b) by making public demand for -labour com- 
pensatory. 


As regards the first, demand for labour can be spread by run- 
ning the industry short time, or by working with short-time shifts of 
labour. It would seem better,” says Chapman, " that all the 
operatives in an industry should do less and earn less than that 
Bome should earn nothing at all, if aggregate wages in the industry 
were no less, or barely less, m the former case.”> Some suggest that 

wVnT f ° pay aggregate wages to the labour unions con- 
cerned which should provide regular wages to all the workers. 

niibl^nnXy^i l^bour on the' part of 

^®'y inversely with the demand 
nnWiV hniw" ^ 'US public works of various kinds (codstruction of 

etc.) should be started 

who are employed m 
wll also stimulate private enterprise by creating 
nnwnr-i tif” those Workers. This cap start an 

nfhnatr activity, Oonverscly, during times 

y . e public authorities should, ’as far as possible, refimin 
projects. This involves careful planning 
j. 1 ? ^ odies {e.g national employment and development 
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{Hi) Seasonal unerdployment can be tackled by dovetaUing one 
seasonal trade with another. Eurther, stocks of goods may b'e made 
during the slack season of advance orders taken and thus employ- 
ment spread out over the whole year. 

As regards the unemployables they can be helped in various 
ways. 

First, arrangements should be made for the reformation of 
drunkards, vagrants and other social parasites. Secondly, provision 
should be made for the restoration of those who have become un- 
employable through 'physical unfitness which is curable. 

Miti gation of distrlsss of the unemployed is another problem.^ 
One obvidus^ method is to encourage the habit of saving among th.. 
workers so that they may have some reserve to fall back upon dur- 
ing periods -of unemployment. Savings may be left to the initia- 
tive of individual workers. But this method is not very effective 
especially where the margin for savings is very narrow. Another 
way is for the trade unions to create their funds through contribd- 
tions by the members .and thus give them insurance against un- 
employment. The, more recent tendency in , advanced countries is 
for the State to institute unemployment insurance. The insurance 
fund for this purpose is composed of contributions by the worker, 
the employer and the'State. This brings us to the broader problem 
of social insurance which covers not only unemployment but other 
disabilities to which a worker and his family is exposed. 

17. Social Insurance. Social insurance may be defined, -in 
the words of Cohon, as “ that part of the total field of insurance in 
which the risks or hazards covered result from the inability of the 
workman' either to make a wage contract of a kind which will en- 
able him to maintain a satisfactory standard of living for himself 
and his family or to carry through his part of the contract owing 
to physical incapacity.” The chief of such risks arise out of {a) 
temporary inability to make a living due to accident, disease, ill- 
health or unemployment, (6) permanent incapacity due to disable- 
ment or old age, and (c) death involving unprovided widowhood 
and orphanhood. • 

For the sake of illustration we may take the various forms of 
social insurance prevailing in Great Britain which has made probably 
the greatest advance in this connection. These are; (t) Unemploy- 
ment Insurance, {ii) Health insurance, (in) Old-age Pension 
Scheme. ^ (iv) Widows* and Orphans’ Pensions Scheme. Einall}’ 
we shall give some account of the latest and the most comprehensive 
measure of the social security scheme associated with the name of 
Sir William Beveridge. ^ 

(i) Unemployment Insurance. -Itwasinlfill that by an Act of 
Parliament the first system of compulsory contributory unemploy- 
mentinsufance was established in certain selected trades in Great 
Britain. These trades were considered particularly liable- to irregu- 
larity of employment. The success of the scheme led to its extension 
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EO that by 1920 with the exception 'of jiersons engaged in - 
agriculture and private domestic service the whole of the industrial 
population was compulsorily insured. Later, due to the slump and' 
the distress it caused, Parliament grafted on this schema a 
system of " uncovenanted ” benefits. This meant giving benefits to , 
workers and their families beyond those • stipulated in 
the original scheme. This meant great burden on the na- 
tional exchequer. As the ; result of the findings of a Eoja! ' 
Commission on Unemploymciit Insurance (Dec, 1930) in the Sup- 
plementary Budget of 1931 reduction was made in the benefits and 
provision was made for increased contributions from employers and 
workers. A “ means test ” was also introduced in order to eUminate 
from benefits those who had some other reasonable means of 
support. In 1938 there were over 14 million persons insured imdct 
the scheme. ' „ . . 


Under this scheme an Unemployment Insurance Fund is con- 
stitut-ed by compulsory contributions by the workers and the em- 
ployera together with the amount contributed by the State, Out 
of this fund unemployment benefits are paid and administrative 
expenses met. 

^ ^’Jle-bodied persons (between the ag&s of 

^ but unable to get employment in 

their own trade at the current rates of pay. ^ 

a »aotbercontributorj' scheui'e. To 

to fnaUrinSS emploj^ers are required 

workers the dontribu- 

female workers th ' equal amoimt, while for 

tn^utes Z thfr. 5 The State con- 

tnbutes I, th m the case of men and Veth in the case of women. ; 

a fixeKumVmL^eW*^^' S'^kness benefit of 
is incauaeitated frnTrf r.n weeks in case the worker 

I * A' T,i gainful employment ■ (b) aft-er the 

i SoSle rf Sf" » tog 4 the ™rk« 

Eured nerson fd1 ’ i if she herself is an in- 

trSmS etc.^ like ' provision of medicines, 

the afefS 14 workers between 

£ £50 who have not claimed the 

the Act offgof^hf peSon°^ h Great Britain first by 

of pensions to all persons Iho^h^eteaekpT® for payment 

have been British subjects years of age and 

expense of the scheme is by thrLte I sl 

income of £ 50 or more a veir . JPeopIe ' earning an 

the 
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Benefits proposed by Beveridge. The bcnoGtfl propos^ in thh 
scheme by Sir William Beveridge are tabula^ below. They ha're 
not yet been accepted bj' the Goi'crnment in their entirety but il 
is unlikely that the modifications will Eeriously depart from the 
recommendatiooB of the report. 

(a) Unemployment and Disability (Sickness benefits) per weeh 

Single man or woman aged 21 or over ... 24s. 

Married man with wife working ... 24s. 

Mamed man with wifo not working ... 40s. 

Married woman with husband working ... 16s. 

(Lower rates for boys and girls under 21) 


(b) Retirement Pension (in 1965). 

(Liable to partial reduction for any earnings) 

Man and w Oman (joint pension) ... ... 40*. 

Single man or Iwomau ... ... 24*. 

Man with wife working or woman with 
husband below 65 ... ... .. 24s. 


(c) iromeii oidy , Maternity benefit 

(13 weeks) (In addition to maternity grant of £4) 


Married woman wagc-carncr ... ... 36?. 

Widow’s benefit (13 weeks) SSs. 

(d) Dependent aUoiLances (in addition to above) 

For each child in family ... ... 8* 

\ Por each dependent above 16 ... ... 16s. 

(c) Ind'islrial Pension. 


For total disability (after 13 weeks sick pay) j of weekly wage 
but not more than £3 plus children’s allownnco and not less than 
sick nay plus dependent allowance if any. 

(/) Marriage Doury (lump sum). Grants up to £10 for women 
wage-earners 

(g) AduU funeral grant (Inwp e\xm) ... ... £20 

Child under 3 . . *., £ 6 

It was estimated that at 1942 prices the total cost of the whole 
scheme in 1945 would be £700,000,000 a year. The benefits enjoy- 
ed by the people before the scheme should cost in 1945 as much 
as £450,000,000. Thus the additional cost of the scheme could be 
put at £250,000.000 for the year 1945. By 1965 it was estimated the 
scheme would cost £ 850,000,000 a year of which 60% would come 
from the exchequer. 

Can Britain afford this cost ? Yes, Britain can for the simple 
reason that this cost bj' improving the quality of the people will 
enormously increase the national dividend. Experience of such 
services since 1906 shows that they have amply justified themselves. 
In the words of Sir Ronald, “ So far they have been a paying propo* 
sition for they have vastly improved the quality of our people. 
Without them, for instance, we should have been lamentably worse 
off in this dread war. We could neither have fought so well nor 
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tiave produced such mighty armaments, Tl^e blitz might have been 
our undoing.” ' ^ 

The cost will be hardly 10% of the national dividend of the 
country. More than 86% of the contributions will’ be paid by 
families of modest means, who will also pay the direct or indirect 
taxation necessitated by the scheme. Ultimately, therefore^ it is a 
redistribution of consuming power between millions of modest house- 
holds. It does not mean so muoh extra consumption. It is not 
likely to encroach upon the capital accumulation of the nation. 

Select References 

1. Brij Narain— Principles of Economics pp. 304—336, 

(S. Chand & Co.) 

2. Chapman of. oit pp. 361 onwards. 

3. Keynes— General Theory of Employment, Interest and 

Money. 

4. Sir R. Davison— Social Security, page 11 onwards. 

6. Beveridge— Social Security Scheme. ^ 

6. Thomas— Elements of Economics with special reference to 
pages 266 to 271 and 301 to 336. 
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INTEREST 

1. Introduction. Intcrc-it is the price prid for tlio serried:.-. nL 
the third factor of prrduction, i. f.. Capital. Though capi*»d npprnt^ 
in Ihe^ money market a^ 'loanable fnmls’, yet it ultimately emiMsta of 
tools and equipment n=cd for further prodirctiou ngainri con- 
?i\imcrs’ goods whicli arc titUbcd for deriving direct sati«factioii 
Loanable funds used as capital merely help in transferrinK real n'. 
sources from producinp con=umen'' goods to proilucing capital gorHla. 
Interest, borvever, is normally calculated ns n pefceut-'iiio on the 
mono}' borrowed or lent. 


This chapter is confined to the study of the nature and problems 
of interest. Much of what is called interest is not the priee of the 
service of Capital as such. Wliat i>cople call interest U really gro°s 
interest. Pure intcre.st is only a small projiortion of gross interest 
ns wo shall explain. Much of the variations in interest rate's arc ex- 
plained hy this fact. Pure injereet„ tends . to enimlity dn dilTerent 
e^lovmei^ provided ’ccimpcUtion is free And^-perfeet , But whaT 
detefmihea pure interest 1 There are various theories the most widely 
accepted one being the marginal productivity theory as nlready 
studicrl with respect to rent and wages, > The element of time is as 
important with regard to this aspect of value .o.s any other. Thi« 
will nLo receive our attention when we dietingnlsh bctwi'en short 
and long time rates of inUrest. Then there are some miscellaneous 
problems to be eonsulorcil regarding the attitude of the penpli- 
towards interest from time to time, the influence of progre^ss on 
interest, tho possibility of interest disapjioaring altogether and so on. 


2. Gross and Net Interest. The total amount which the debtor 
pays to the creditor is known as Gross Interest. All that tho borrow- 
or pays to the lender is not pure or net interest, i.f., the price paid 
for tho services of capital, ]t is mixed up with so many other 
elements of which Pure or Net Interest is only one. It 'is tliii.s 
necessary to analyse the total interest paid (gross interest) into it.s 
component parts. Tliese consist ol: — 

(®) Interest, This is a payment for the 9 ervico.s of capital 
dr for the money borrowed. 

(6) Insurance Against Risk, Tho lender is exposed to risks when 
he lends money. A certain amount must he paid to him to rover 
these risks. These risks are of two kinds ; (i) Jgetsonal-risks'duo to 
toe unreliable character of the borrower himself, and (if) tmderisks. 
Trade risks are due to the varying fortunes of tho business' in whicli 
toe money is invested, Tims tho lender mav fear that either the 

borrower may refuse to pay back his money 'or tho interest on it or 

that he may lose the money in his trade. The greater' tho risks of 
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this kind, the higher will have to bo insurance money that the 
lender will expect before ho is willing to lend. 

Wages of Managemerd. A part of the payment may be' due 
to wages of management. The lender has to keep accounts, and to 
arrange for continual new loans for short periods. ; Money lending 
is his whole-time job. , ' 

[d) Finally, there is the return for inconvenience ' strictly so- 
called. ' When a man lends mbiTey iit-doiefnoiamaSd^bver it for a 
period.... He is unable to make use of it himself if he wants to, since 
his money is locked up. Favourable opportunities of its_ employ- 
ment may slip by. Inconvenience is of two types. The lender may 
not ‘get the money when he needs it and he may have to borrow 
from others on interest. ' Or he may get the money when ho cannot 
find for it some safe investment so that the moneyilies idle and he 
loses interest, -He must, therefore, compensate himself, for such 
losses. Hence he charges something extnr over and above pure and 
net interest. , / 

Keeping these facta in mind it will become clear why the village 
money-lender’s rates are high in spite of competition among the 
lenders. The risk and inconvenience involved is great. Similarly 
the pawn brokers seemingly charge very ‘'high rates when calculated 
on annual basis. But they have to undergo an immense amount of 
trouble in their business in keeping small individual accounts- etc. 
This also explains why governments especially those with soimd 
financial traditions can borrow at extremely low rates of interest. 
Here the risk and inconvenience to the lender is negligible and the 
interest paid is mainly " pure interest.” The return on British 
Consols (long-term British Government securities) is a classieal 
example of the pure rate of interest. Among the banks also the 
sounder the bank the, lowetj the interest it pays to its depositors. 
Thus beware of the banks which promise high rates of interest. 

3. Differences in Interest Rates. Pure interest tends to be 
thO"same if calculated over the same period of time in the same 
money market. The actual differences that prevail are differences 
in gross interest. In other words, they are due to differences in the 
degree of risk involved and inconveniences suffered by' the lender. 
Pure interest, however, may bp different in different investments 
when the market is not the same. This may be due to : — 

Differences dtie to distance. People are usually, more willing 
to invest their capital nearer home than at a- dong distance. This 
may create differences in supply and demand due to comparative 
immoWlity of capital. 

\h) Differences dm to time. If people'have to part with < their 
money for a longer period, thby expect higher rates even though risks 
and other factors are the same. Of course if money is lent for very 
short periods and has to be re lent again and again, the inconveni- 
ence of management.will increase gross interest. But fhat w'ill not 
be net interest. . , , 
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DifiFerences in gross interest, in addition to the causes already 
considered, according to some writers arise due to 

Differences in social ealeem. A person with greater reputa- 
tion for integrity can borrow at lower rates. This is - partly due to 

the element oflower personal risk already considered.- 

t (ti) Differences in productivily. Where capital can earn _ greater 
reward for the producer, he will he willing to pay higher interest. 
But here also usually such trades are more speculative and higher 
interest can he attributed to higher risks. Moreover, nnder^^tffci— 
compeiiiion, as jeejhaU SM.MamwJ^^produclidty of .capitaland-henc^ 
the pure Tcife. of i7{i€T6si tends to reTraras in parti- 

culafemMdymenfsTfnbtiusTiliedljy greater risk or inconvenience 
tend to disappear through forces of competition. But if competi- 
tion is imperfect such differences may persist. 

Productivity of capital may differ in different countries. In 
new countries for instance the demand for capital is great while the 
supply is very limited as compared with old countries. Capital 
thus has a high marginal productivity, and interest is high. This 
is due to the immobility of capital over distances as already noted. 
Partly it is due to greater risk. In the latter case it is gross interest 
which will he higher not net interest. 

1 Thus ultimately differences in interest rates can be reduced to 
differences of inconvenience or risks of lending except in cases where 
1 we are not dealing with the same market. Piire._interest^Un^-^io 
f same in the same marl-el^ 

\ 4. _ Different tonns of Investments. Before we pass on to the 

determination of pure interest, it will be instructive to take, note of 
the various forms of investments each yielding different rates • of. 
(gross) interest according to circumstances. A person who saves 
money can invest it by acquiring various kinds of assets the most 
important of which are (i) bonds, (ti) shares, (in) hills and (iv) monev 
balances. 

{i) Bonds. Bonds are long-term fixed interest-bearing securities. 
They give their holder the right to a fixed money income. The most 
typi(ml example is first class Government bonds also called gilt- 
edged securities.^ If a person lends £100 to British Government he 
E^y get the British Government ■securities hearing 3% interest. 
This will sjye him an income of £3 a year as long as he holds such a 
security. Of course he can sell the security through the stock ex- 
capital value of the security will vary with the rate 
of mterest at which the British Government can borrow. If such a 
rate of interest for instance rises to 6% the price of the security will 
be only £o0, because by lending £50 a person can earn £3 'a year 
as interert atthe 6% rate. If the rate of interest falls to 2% the 
vmM of the seouriiy bearing a 3% intesest will rise.to £160, because 
at the curreiit rate one -will have to lend £150 to earn £3 as interest. 

nus a rise tnihe Government rate of interest correspondingly re- 
duces and a fall correspondingly -increases the value of fixed interest 
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tecurities. ' Conversely, a great demand for fixed interest securities 
will tend to raise their capital value and reduce the long-term rate 
of interest, and a great supply of such securities will reduce their 
face value and raise the long-term rate of interest. This long-term 
rate of interest tWs is represented by the rate at which the govern- 
ment of the country can borrow money for long periods. At any 
time it as measured by the "yield” of long-term Government securi- 
ties expressed as a percentage of their current price. 


, . An example will show how this yield may be calculated. On 
23rd of.April 1946 the price of 3^% non-terminable bonds of the 
Government of India (Rs. 10,0 face value) stood at Rs. 102-14-6. This 
meant that an investment of Rs. ,102-14-6 brought an income of 
Rs. 3| in a year. Therefore, the yield per cent was 


3-5x100 


/ 


102-9 


r3*4 




3‘4'‘/j, was thus the current rate of interest at which the Indian 
Government could borrow for long periods. ' 

. " Another form of fixed interest securities are "debentures” issued 
by TOrious firms. Their yield is higher because of the greater 
degree of risk involved as compared with Government bonds. The 
yield of securities varies with the amount of the risk, their market- 
ability and also with the distance of the rate of their repayment if 
it is a terminable security. 

The advantage of a bond thus is that it yields a fixed income, 
but the disadvantage is that its market' value may fall, , or the 
purrent long-term rate of interest may rise. 

(«) Shares. While a debenture holder is purely a lender, a 
shareholder is the owner of the company to the extent of the value 
of his share! The income from shares or rather "ordinary!' shares- 
is a fluctuating income. The shareholder shares in the profits of the 
company and thus bears a much greater degree of risk than the bond “ 
holder. While the bond holder may get a safe 3%, the share holder 
may get 6% or more or less according to the profits earned by the 
company. i 

The -profit ifrom the capital invested in a company is the net 
yield after deducting depreciation charges expressed as a percentage' 
of the current cost of the assets. The original cost has little signifi. 
cance. Eor instance if a machine was, purchased at Rs. 10,000 but 
itspresent value is only Rs. 8,000, the profit will be calculated on' 
Rs. 8,000 and not on Rs. 10,000. v . . 

s How may the -value of fixed capital be reduced 1 One reason/ 
may be its wear and tear or depreciation. But apart from this the 
value of a brand new machine may be r^uced not because it has . 
undergone any wear and tear but because of the invention of more 
effioierit machine doing the same work. The fall in the value of tfia^ 
old machine will be in the ratio of its efficiency as compared with the ' 
efficiency of the new machine. , ■ ‘ 
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« Let iis as^imo liiat at any given time tbo jnold of BUgar 
macliinci^' ia equal to the market rate of intercat, if better macbmery 
came into use 4oso yield was 50% greater, the capital value of tho 
old maebinorv would fall by 50% though its efficiency remain^ un- 
impaired,’'^ 'Tlio profit will be calculated on the reduced value of 
the maoiiine. 


It should be noted that the rale of jirofil and the rair of inleresl 
are not independent of rack other. They lend to mow together and 
apart from (he differences due to tho degrees of ri-,k tend to appro- 
siwalo with each other. If tho rale of profit for instance is higher 
by 'ail amount beyond what is iiistified by tho greater risk, people 
\ull buy bhares.rather than bondB, The price of pharos will in- 
cre-ibo and that of bonds ’dccrea-e. In other words the rate of 
profit will fall aud of interest rise until they arc approximately tho 


same. 


(tii) BilU. Bills arc short -term fixed interest Bwuritie-s. Bills 
may be private bills issued on account of trade or financial trausa^ 
lions by private individuals or corporations, or they may be public 
bills issued ^ iiy the Government. The latter are called Treasury 
Bills. Through their sale the Government borrows money for short 
periods, usually three mouths. For instance, tho Government may 
sell Trcasuir Bills at Rs. 09-8-0 to bo repaid, after three months at 
Rs, lOO-O-O.^ This means a yield of as. 8 on Rs. 99J in throe 
months or Bs. 2 in year or 1'99% per annum. 

[The, yield of short-term\:ccunly is usually lower than of long- 
term security because the risk of lo^s of capital in the former is 
much, less than in the latter, Tiiv longer tho time the greater the 
risk of depreciation of the value of ttie eecurity. Moreover bills can 
be e.isily discounted at a sraal} loss of interest for the period tho bill 
is yet to run. If not discounted the holder gets ite full n-alue within 
a Bhortyieriodof.tlmo when the bill matures. The drawback of the , 
bili'i.s that tfio interest it earns is much lower than that of tho bond. 

> 

(ji') Gash Balances. Holding one’s resources in the form of CMh 
or cash balances in a bank involves practically no risk of loss but ' 
the money earns no income. Lcucliug of money oven for short 
periods involves BOme risk. Cash in hand is also -convenient for 
carrj'ing on day-to-day transaction and to moot emergency espendi- * 
turo. Hence people do hold some of their resources in a '‘liquid” - 
form; The payment required to induce people to part with ‘‘Liqui- 

(hty” in this sense is usually represented by short-term rates. In 

times of financial panic these rates go up because firms ate anxious to 
borrow money for short periods to meet their obligation in order to 

'‘IT Tikruptcy. rhls increases their desire for Hquiditv. More 
of tins later, ‘ 


.. 5. Long-term and Short-term Rates of Interest. We have 
discussed above, tho various forms which investments may take,, i.e. 


1 Br.j Noram : Principles of Kconomics, 3rd lidition, p, 34 i, 
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the kinds of assets that a person may hold. Some of these involve 
lending money for long periods (bonds) and others for short periods 
(bills). What iS the connection between the two ? 

Generall y speaki ngJong;.term , loan s yie ld a hi gher ratB..of._in- 
t erest tEanihort-term loaim. We have already noted the reason for 
this. I'Ee nsk of depreciation of the value of long-term securities is 
much greater than of short-term securities or bills. Part of the long- 
term inter est, therefore, is compensation for the additional risk. The 
longer the period the greater the risk of either non-payment or of 
depreciation in capital value. 

It is, however, possible for long-term rates to be lower than 
short-term rates in some cases. If the investing public has a high 
degree of confidence in the stability of future conditions they may 
be willing to lend at lower rates for longer periods. The bonds (long- 
term) carry’ lower rates than for instance what is charged on over 
draft (short-term loan)."But the bonds have ready realisability. The 
bonds can be sold and cash realised. Hence in the case of bonds 
money is not irrevocably looked up for long periods. On the other j 
hand short-term bank loans are generally renewed. Over draft/ 
arrangements become permanent. Hence the short-term loan is not) 
really short-term just as the bond may not be really a long-term' 
investment. ' 

^ Longer loans save the botheration of reinvestment of surplus 
funds. Such conditions, however, are not very common in the 
modern-world of -uncertainties. ' 

Short-term rates fldctuate more viole ntl y than lo ng-term ~ rates. 
The reason is that "Ganges iri" rates' usuallynrst occur in tTi€’"Blioft“ 
loan market, and the long-term (real not nominal) rates tend to 
move in sympathy with short-term rates. If the short-term rates 
for instance rise sharply inyestors will tend to sell their long-term 
securities and invest in bills and other short-term paper. The pres- 
sure of sales will lower the value df securities and correspondingly , 
raisb their yield. Thus long-term interest rates will be raised. The 
converse will happen if short-term rates fall. People will tend to 
nlove their funds from the short-term to long-term markets and the 
greater demand for long-term securities will raise their capital value, 
''The yield of such securities will be lowered and the long-term rate of 
interest will fall. 

^ ■ THEORIES OP INTEREST - ' 

'W ' 6. Productivity Theory of Interest- Some older economists 
thought that interest is productive of goods in the same sense as 
land is productive of crops. They held that interest exists because 
ca pital lea ds to great er prod uctiOT xT5i^wo)nd"bg~"tKe’’^^'^tlto‘^^ 

‘ itslisc. p aglSal'no*3oubt is produ^ivo but not in* the same sense 
aialo^ of sheep or fertile land is productive. Capital is produc- 
tive in the sense that labour assisted by capital produces more ,^than 
without capital. A fisherman with a net can catch more * fish than 
without it. A farm labourer with a tractor ban produce' ’ more than ' 
without a tractor. ’ 
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Tho productKntv theory no doubt explains why interest can bo 
paid by tho borrowera ; it does, not explain how interest rates wo^ 
Ltorndncd. If interest depended merely on productivity .(not 
mareiiml produetivity) interest rates should vary in proportion to 
tho productiveness of capital. Injicteal foot pure rate .of interMt 
tends'to he., the same in the same country, 'lurtherif capital helps 
labour to produiso more how-much of this extra production is duo to 
capital and how much to labour, since cApital without labour pro- 
duces nothing. Then what about loans for consumption purposes. 
They are not productive but interest hos to bo paid on them 
all tho same. As wo shall see later these objections can ho ovorcorao ^ 
if we talk in terms of marginal productivity and not mere produc- 
tivity of capital. 

7. Abstinence or Waiting Theory of Interest. Tho Produc- 
tivity Theory tried to explain interest from tho sldo of demand ; tho 
Abstinence Theory approaches tho problem from the side o f supp ly^. 

It was Senior .who first pointed out that saving“involv£d "a' sacnfico 
or “ ab'shinonep ” ns ho put it. Saving wnTnn nct.,of'ab8f2^^6 
from"dousutnption. Since to ‘abstain’ was painful it was necessary 
' to reward people* for this act. This reward was tho interest paid 
. to those who saved rather than consumed their incomes or rather . ti 
. part of their incomes. 

*■ The idea of abstinence was widely criticised on tho ground that 
it suggested positive discomfort while many of tho rich people save 
without the least inoouvonionoo. Thus it was that Marshall substi- 
tuted the torm,.*‘w_ai.ting”.for “abstinence.” Saving ’implira'‘wnit'.* 
ing?' Wholly a perion saves, he ’does'" not refrain from consumption 
for all times, he merely postpones present cohsumplion to a future 
datpT'rMeanwhile ho has toivnit." But since tnost beoplo' do” not 
' to wait an inducement is necessary to encourage this postpone- 
ment of consumption. Interest is tho inducement. 

Waiting is involved in all productive processes. There is a time 
lag between sowing and reaping, botwoen starting the manufacture 
and receiving the sale proceeds. Waiting is thus a separate factor 
of production which is more important in capitalist societies duo to 
the more roundabout methods of production adopted. 

borne waiting, however, may bo forthcoming without any in- 
ducement in tho way of interest payment. Other people will wait 
even with negative rate of interest. But savings thus undertaken 
wiU not bo enough to meet tho demand for capital. Interest mus’t 
be paid to induce other people to save in the case of which waiting 
does involve inconvenience. The rate of interest must bo high 
enough to bring forth tho marginal increment of saving or waiting in 
* i demand for production. Tho rate of interest will 

' thed^and^ 

Iliis theory, has a, considerable element of truth iu it but it does 
not clearly analyse the force acting on thomde'dfdbnlkud-for ci:pital.~ 
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UV" 8. The Amtrian ot Agio Theory oHnierest. It is also called 
/j^e ychologtcal Th cqry^.^ First advanced by John 1834, this 

lEcory was put nTits final shape l>y of tho Austrian 

School of Economists, It tecamo popufarTaf*^ among some American 
economists like Eisherj with slight modifications. 

Tho gist of tlTo theoiy of Bohtn Bawork is that intcrert or isos 

hj3wipgcancii.ptcfcx4ircsout„go,od?_^.jrutwe_gwds^miH^cre^r“6 

there is an ‘ogi o* o r. prcm imn.pn.prc8ent.fiOOd3.; One bird in hand is 
worSTtwo in tho bush. The present gratification is attached greater 
importance than future satisfaction. ^ In other words future satisfac- 
tions when viewed from tho present undergo a discount, ^terest ^ 
is this di acount which must ho paid in order to^induc^tT^'o'pIo'’” 
to3ei^jmoney.jpj postpone prwent safjafa^iorm to ~a lulnro date. 
InieresT intended to equaiic TuluftTBatiafactio’h to present SalfsTao- 
tion. Thus Rs. 100 after one year is not valued as equal to Rs. 100 
now. -To induce a person to £iart with Rs. tOO now, it l^ not enough 
to give him a promise of the return of only Rs. 100 after a year, Tho 
borrower inuat pay more othenviso tho lender will feel himself de- 
frauded, Ra. 100 a year from now may seem only equal to Rs, 95 
to tho lender at present. Thus if Rs. 95 is lent today tho lender 
will expect Rs. 100 after ono year, ' 

Why .do_pcoplq prefer present satisfactions to fiRmro^^satisfac- 
.tionsT" Bohm Bawcrk'gavo three 'rdnso'nVfof'tliis'TacC Ono is tho 
|**pro8p,cfitivounder.cstiraateibr-thc.futuro," in other words by tho 
'very nature of Ihinge the future is less clesrly perceived than tho 
present, 5! Jn the second place, prcpcptjvnnts are felt morc„.kccnly 
thanufuturc wanta. The re.sult is Umt tlie“denmnd for present goods 
is greater than that for future goods. Hence present goods are re- 
latively more scarce in relation to demand than future goods and arc 
thus valued more highly.^Thirrlly, prcsent^gqnds p^c.^ ‘[a tophni- 
cal superiority over^^turp goods/' This i^so liocausc the passage 
o'f time allowatfi'o UM of more roundabout methods of production, 
which, are more productive and thus lead to considorahio increase 
of-'output in the future ns compared with tho present. Pieher 
denieaJbhe validity-of-this-third-propoaition^ iiS, ngrew"wifli 
thpjfirsttwo. .Pisher contends that this islmorcly tlm^produclmiy 
theo:^!’ which Bohm BaWork himself so vehemently criticised, 

v/fi. Fisher’s Statement of the Theory. Pisbor emphB8i7,c.s tho 
> fact of "ri'fflC-ffircfiygny" as tlio central point in the Theory. Indi- 
viduals prefer present satisfactions to equally certain future satis- 
factions. They are thus impatient to spend their incomoa now. 
This^degree^ofimpotionce^ depends upon the size of the_ income, 
diBt n% tion of incomejo yorT imcTThe degree' of '^ertamty 'Jregarding 
i ts enjoy ment' m tho jTuiiiFe aiid the ftmpefam^¥ and",tbe Siafactej- 
istlH;^tEejndiyi3ual.r Tlms'pcoplo'witiriafgerlncomea arb iHkely 
to have their present wants more fully satisfied and will thus dis- 
count tho future at a lower rale than poorer people. 

As regards difitribution of income over time three kinds of 
situations may bo imagined. The income may bo uniform throughout 
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one’s life, inorea'^e with age, or decrease with age. If}!' ts 
form the degree of impatience to spend (t. e., the rate of_di8counting - 
the future) will be determined by the size of the income and the 
temperament of the individual. If the income increases with age 
it means the future is well provided for, the tendency will be to 
discount the future at a higher rate. If the income decreases with 
age the converse will be true, i.c., the future will be discounted a^ a 
lower rate. 

As to the degree of certainty, it is clear that the ^eater the 
certainty of future enjoyment .of income the smaller the degree of 
time preference or the rate of discounting the future and nice versa. 

Einally, t^ chara.cter of J;he individual will ,jn{luence.~thi 3 . 5 time 
preference. A man offorethonght will discount the future at a low ' 
I rata-cOm^ared to a spendthrift. 

' ThustJic rates of individual (ime-preference after having^ been 
determined in this trnij tend to become equal to the rate of interest. An 
individual with higher rate of time preference compared with the 
market rate of interest tends to borrow money in order to satisfy 
bis more pressing iraafes. If his rate of time preference is' lower than 
the market rate of interest he will lend to the market and make’ a 
gain thereby. Thus the individual will vary . his income-streams by 
borrowing or lending. This process will tend to equalise the rate of 
interest with the rate of time preference. ’ j 


The Agio Theory has been criticised' on the ground that though 
it does recognize the effects of demand for capital interest it attaphes— * 
too much j.mp.ort^oe to the supply side of the problem. '“TEis is 
unjust 'espeeially'“as Taf’ os Dohm''Bawefk’8'versitm of the theory is 
conberned. His third reason why individuals prefer present goods to 
future goods leads directly to the productivity theory, rather ihe 
marginal productivity theory. In fact it was a cardinal feature of 
Bohm Bawerk's thought that the "round-about ” structure of pro- 
duction, i.e., production in specialised stages involving the use of 
capital aud the time element, is more productive than direct produc- 
tion carried on through current resources. Interest arises because of 
I the higher productivity thus obtained. '‘Eundamentally ” in the 
I words of Briggs and Jordan, "Bohm Bawerk's theory of interest was 
{a marginal productive theory ,2 though this fact has usually been 
'neglected because at different times he places different, emphasis' on ' 


the various strands of his thought,” 


10. EordKeynes’Theoryof Inlerest— LiqtnaitvPi-efpri.TioA Tn 

his epooh-makmg book The t^neral Theory of Employment, Interek 
andMmey, the late Lord Keynes gave a new view of interest 


1. S.E.. Thomas: op.'oit. p. bsi. 

2 . Briggs and Jordan op. cit.pp, 462-03 , 

3. Keynes : General Theory of Employment, Jntereet'and Money, p. 107 
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-A man with a given income has to decide first how much he is 
going to c onsume an d how^much to^save. The former will depend 
on, what Keynes calls, the j )ropensi fvjQ,C3Jisiime. Given this pro- 

pensity to consume, the individual will save a certain proportion of 
his given income. He now has to make another decision. Should 
he hold his resources in the form of money, i. e., immediate com- 
mand' over goods and services, or general purchasing power, at some . 
future date ? How much of his resources he will hold in the form 
of ready money (cash or non-interest paying bank deposit) and how 
much he will part with or lend, -will depend upon what Keynes calls 
his “ItptiidUtf pref erence.” The smaller tli fijdesirajtaJend the highe r 
the liquiHl^i "preierencj'-.,- - ' ' I ' 

Liquidity preference of a particular individual depends upon 
several considerations. The question is why people hold their re- 
sourcesdiquid or in theTorm of ready money, when they can get 
interest by lending such resources ? This is due to a variety of 
reasons : (i) Individuals hold cash in order “ to bridge'the interval, 
between the rcoeipf of income a ncTi t s expehditureT'’ HoiF’^or'Iibe 

- JL , I 1 1 1 H » 1 .IM U |>I| I i 

people receive tUeir incomes by the week or the month while 
the expenditure goes on day by day. A certain amount of ready 
money, therefore, ij kept in hand to,. m,a.]cc .,.ourron t payments. This 
amount will depend upon the sixe of the indivjdual’i'"^income,” the 
interval at which the^ncome is received and the methods of pay- 
ments current in the locality. 

{ii) The business man and the trader also have to keep a pro- 
portion of their resources in ready cash in order to meet .current 
needs of varibuaJundSi. 

{Hi) Cash is also kept in order Jo meet _cxn.enditure due to ^ un- 
expected contingencies. It may not be possible at such o^casioni 
to recall loans, or such a recall may involve a loss, e.ff,, securities 
may not be sold profitably. 

- (iv) Finally, cash is held by some people for sp ecula tive p ur- 
poses. There may be exjiectation of a future rise in tlSe rate^o? 
mSefest, and the prospective lender may be waiting to take advant- 
age of such a rise. 

The holding of money for the first three purposes is Effected 
very little by changes in the rate of interest. The fourth motive is 
very sensitive to such changes. An expected rise of interest rates 
will stimulate liquidity preference and an expected fall will have the 
opposite effect. Generally, however, it may be said that the higher the 
rate of interest the |ower the .liquidity pretetsnp,e,..aivd- 6 fi 0 nlSs(@LJb 8 
r aie oflnte rest .t he .liigher the liquidity prefe rence. Higher rates of 
interest will increase the loss on idle balances and induce people to 
lend usually by investing in securities. Conversely lower rates of 
interest will discourage lending and encourage liquidity by sale of 
securities. On the other hand higher rates of interest will check 
business enterprise and thus reduce -the level of income of people 
because o£.the falling off in investment. As a result smaller amounts 
of mone}’’ will be required &r carrying on transactions. People will 
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}iold )e=s money. Conversely, lower rates of interest nill encourage 
business enterprise, and r.use the level of money incomes. Hence 
more money will bo requited to carry on transactions, and people 
will hol.l more money. 

Thus one may easily draw up a Ecbtdule ol liquidity preference 
indicating the amount o’f money which people will want to hold at . 
different lates of interest. Such amounts will fall with a rise in the 
late of interest and rise with a fnllln the rate of interest. Given 
such a schedule the rato_pf_intereBC will ho deter mined 
\ quantity of mpngj^xisting at any 4imp. Tit rate nuflT^ 

II hcV asy-Ul egnau the demand for 'wonty^fof Itqmd j>rtrjm(TiSUTiVlt^L 
I at Hilohlc tuoiicy. * This is CO because the amount of money 

t existing at any time must bo held by some ‘people or the others. 
The rate ot interest must be such ns to induce the individuals to h old 
all the a\ailahle s'uppIVof molicy, ITtho rnfe'of intertffTYs^lowei 
than this live!, the aggregate iTmount of monej that people will wish 
to hold at this rate will be more than the aggregate supply and the 
rate of interest will be pushed up. Conversely, if the rate of inteiest 
is high jr than this level people will want to hold less money than 
there is the supply o£ it. 1 he surplus cash that no one would wi'h 
, U) hold will bring the interest rate down. Ai Jhe^cjpjili^aim potitiojl 
I (hr rate of inlfresijtijl 6e just at tlelci d ntccesary iojqvat^hi q mnltty 
loj^oneyfn exiVttncT jiithlhe ajplcgnfc amtnmi traf (ed'~T>y„jKc 

The same idea may he put in another way. Given tho supply 
I of money a higher liquidity preference on the part of the people will 
I lead to their con\crting securities into c.a8h. The value of securities 
\ will fall and hence the rate of interest will vise. Con\ ersely, a lower 
j liquidity preference will lead people to purchase securities, tho value 
^ of securities will rise and the rate of mterest will fall. Wc know 
, lhat the yaliie of fixed interest EccuriticB varies invcr«elv with tho 
i rate of interest." " " ' ^ . — j'. 

11. Keynes' Criticism of Other Theories. ICeynca’ theory led 
to considerable controveisy-imracdiately after the appearance of his 
book in 1936. In the first place it should be noted that Keynes ' 

uf monetary forces not iu 
term_s^o^^al lorccs as was done^by other theories. Tho'bfhrrtlnsiries 
t osplainca interest either in terms of margihal productivity or in tern,, 
savings." Some analysed the psychological forces behind saving.’ 
Keyne^ agrees that marginal notjiToducl of capital tends to be* 
?SBS equal to the current rate.of interest. But tho rate ofinTerea' 
uy llie marginal ,net product ofpdpltal.^'TEnottcr 
depends partW on expectations as regards the futuKTeourso of husi- 
ness and partly on tho cost of producing capital goods. Xeither' of 
these influences can determine tho rate of interest. 

. . As regards savings, a^oi^ing to Keynes interest is not n reward 

_or saving.^ A man may ^ard bS "saVings and earn no^mteresii 
in spite of the act of saying. Neither does interest equalise tho de< 
mand for capital with the jupply of saving^ No doubt in 'a country 
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05 tlie side.of demand capibil is required for various uses, the 
carrying on of prodaction being the most important. Bub even vn 
production there are various avenues of produotiye employment 
which requite capital. A given supply of capital distributes itself, 
under conditions of perfect competition, in such a way as to equalise 
its marginal utility or productivity in the various uses, it the 
marginal productivity of capital is higher^ in one pa'tieuiar use, 
since it earns higher returns there, capital is attracted to that use 
until the supply of the commodities produced by its help lowers 
their price and hence the marginal productivity of capital^ in that 
use. This process goes on until the returns of capital in this case is 
the same as in any other case. 


Marginal productivity o£ capital, it_may be repeated, is the 
addition made to the total production by^the extra unit invested. 

At any particular moment, as already said, the .total supply of 
capital may be assumed as given. This supply is used by those 
who employ it in such a way as to make the marginal cost of capital 
and the marginal returns from its use equal. As far as any indi- 
'vidual producer is <'onoerned, for him the marginal cost is repre- 
sented by the prevailing rate of interest. He pushes his investment 
of capital to such a point that the marginal net revenue earned* 
equals the prevailing rate of interest. If the rate of interest falls 
he employs more capital, if it rises he employs less of it. He does 
not settle the rate of interest as an individual. But the total 
demand for capital of all those who borrow it does influence interest. 
Hjthe dmand for capital rises the rate oOnterest’ rises and vicejversii. 
A grate r detnand fm capital means higher marginal prodnetivity^of 
o^gtven mpply, .and_^^niaIierMeinjmd,\Ip_wqr marglnaLprbductmty'. 


Itis in this sense that marginal productivity determines the rate 
of interest. 


. 14. The influence of Supply. But what aljout supply ? So 
j far we took supply as given. In the short period we may assume 
* supply to be given, since it takes some time for new supplies of 
capital to be available. What are the forces that determine supply of 
' capital ? ' 

. i 

The supply of capital, as ^en in an earlier chapter, depends 
and upon,>(d) Power to save and (S) Will to save. The power to save 
depends upon (t) total production, (if) minimum nTcSs'ary for 
maintaining the given standard of living, and (tn) developments in 
the banking system. 

will tp.saye..depends upon (i) law and order and banking 
*** j 'f’—f ™ country, (ti) expectations of rates of interest 

and (ill) foresight as regards provision for future for self and family. 

saving is done not fay private individuals bht by 
public bodies and corporations the amount' saved, among other 
things, will depend upon their policy. 

St^ply.pf -money, jdso comes from ban k credit. 


ch 

[iorc’«bc» v?bo .^Ltest ta^®, -r lower, » “ ^ ,^ote t-be 

•svboAe, J j,uiBbl°''^'-'®;.o*o^ have tboW P ^^cceas®’ ' , ^0, 

'^-Si-ti"®!s: s?-‘4irs; 

eoflvet'f'®® ^ Bav\»g otdlh'^iy ? iv to \netea8e ^IV to 

tiv voluntary is tbe o" they ttj „ gaviog* 

That^°’'"V,^\v6x®^. „ lti»^»'^, t9 not every ^ ga 

4aVfl. -.^^riftWed* 
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Voluntarv Saving ia mo'-t wclcomn and es'cry effort ni/ide 

to Rtimulale it But forcrd sa%ing iR FOinrthing aHilicuu. Iniintioii 
IS pregnant atth dangerous possibilities. Tho nation re-'orting to 
unrestricted inftation is caught in a vicious circlo and it is not easy 
to get out of it. florae European countries in the First WorW \\ ar 
cot involved in it and it was their economic undoing. Chum is 
mvested in it today. Inflation reduced tho fixed income classes m 
Germany to tho stko of paupers. It led to 'growmg p-iverty’ ns 
Dr. Schaebt put it. Undue inflation not only brings about the 
collapse of the economic system but threatens even the Blability of 
the State. Hence forced saving has to be kept rvithin safe limit”, 
whereas voluntary saving can go on without ' any limit being pul 
on it. - „ 

IVe may notice another difference between tho two. In tho case 
of forced saving, consumption we know, is checked. Hence output 
of consumers’ goods will contract. But busine“s cnterjiriso is greatly 
stimulated , more factories aro set up. Tiiercfore the output of 
producers’ (capital) goods is increased. 

Finally, forced saving (i.c., inflation) brings about a general rise 
in pricc.s, Prieos of lioth consumers’ goods .and producers goods risg. 
But in the case of voluntary saving demand for consumers’ goods 
contracts and that for producers’ goods increases. Hence the prices 
of protlne.crs’ goods v.iU liso relatively to consumers’ goods. 

There are some people who believe that inflation (leading to 
forced saving) stimulates productitc activity in the country’ and 
adds to its real north. As Dr. Bayck saj's, “ 'Forced frugality’ 
of fixed mcomists is thus compensalcti for in a certain degree by tho 
amount of the addition made to the quantity of sciisiblo wealth — 
of wealth possessing a value in the way of use.”? Bontham also 
speaks in the same strain : ” By raising money, ns other money is 

•aised government has in its power to accelerato, to an 

unexampled degree, the augmentation of the mass of real wealth.”^ 
No doubt , under a planned economy ‘ created ’ money can be used 
as a pow'orhii instrument of economic development, yet unbridled 
inflation is bound to bring disaster in its train. The prosperity 
will be a disguised one and a sliam and no real addition to country's 
wealth will be made. 

16. Detenninatlon of Interest. In tere st is thus determined 

of capital. Marginal productivity 
18 infliienced both by 8uppl5' antrtIomandI‘"~To studv the influence 
of demand we assume for the sake of convenience that ■supply is 
given. In the actual world supply and demand are both in a pro- 
cess of change. It is true, however, that when the period is short 
iSBBSi h^djusi^ to demand e'^ly-Tnr ^uTcfiryT'^f 'the 
rate oTinteiest reniaius at a liigBTevel supply is stimulated' through 
larger savings. If interest is low for a long time supply is.diseonrag- 

I. Quoted by Wrij .Nnraiii lu Priuttplcs, I’. 19i6 330 

i. Ibid ’ 
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ed through greater consumption. At the point of eq uiUl)aam~-th&.., 
rate of interest tends to he^at a level" s»p.pj.^®SSL 
arc equalised^^.....- ' 

- Suppose we start from. a position ! of .equilibrium'. Supj)Ose a 
sudden increase.o'cours in savings and -thus tlie supply of ^capital is 
increased. , This will lower, (lie rate of. interest because the marginal j 
productivity of capital will fall, i.e,, capital- will be available for uaej 
in employments in which its marginal productivity is low. The ratei 
of interest will stop falling when it has reached a point at which 
the. demand stimulated by'itsfnll is just equal to the suppty. , The i 
opposite will happen if suddenly there is a fall in the supply of capital 1 
Capital ha'ving become relatively scarce will be used only for pur- 
poses in which its marginal productivity is higher. The rate of 
interest will go up, demand and supply will roach a new equilibrium i 
at a higher rate of interest, ’ S 

' T he effect of ah inepase m..d enxa.udJ 5 J th 6 same as th at ..of a 
feduoti^ in sttpplyIlanSCo£rdecreaae'.in--de m and .t he same as of a n 
increase m anppl^ ' , 

^So*1Eirr^wevep, as competitjpn^isiimperfecb-the— ^adjustment 
between-gupply ~and.demand.,jyill.be.pcev.entod.,. This merely means i 
that we s hall have to deal with. different market^ • for _cap|tal. . For ^ 
each diffcrcn TmfKetouc theory wi ^eJtcul£!appt jcabiy " " .. 

17.- Interest atid the Scarcity Principle. So ' far we ' have 
been fcalldne in monetary terms. But. real capital, consists of real 
resources, goods and services employed not for direct satisfaction 
but for promoting further , production; Money only give.s title to 
these resources. It is a mechanism with the help of which these 
resources can be put to alternative uses. ' .Spe aking ia terms of real 
resources intere st results from -the relation8Tnp~'^etw1fehtt-"8cares*" 
resources on_.t|m one^han3]M33I^?i!SsSlS?SL, Jiff 
c an " b e put on the othe r. Marginal productivity of eapit^~m .'this 
r^riense'is' derived from the marginal utility of the- commodities 
to the production of which capital (w'ith other, factors) lends its 
seyyices. Resources in a community are' limited, -but .since .human 
wants- are ' xinlimited'' they have to be eebnomised^so' that more 
preying wants axe satisfied before the less ■ pressing ones.. .Given 
resources therefore are face to face with’ competing ^demands. ;.H6w 
are.they employed to meet .these competing demands .1 . They are , 
employed in such -a.-'way as to get maximum satisfaction, out of 
them for the commodity. The marginal utiKty , of the .commodity 
for the various kinds of goods: and ijorvices willdecide vwhat . assort-^ 
ments of them will be produced. . • , •- 

If catrital resources-'ore iised for the vproduotion. of one -particu- 
lar assortment, of. goods- and servicoe they have to be, withdrawn ' 
from another assortment.* The' pricethatinust be- paid In order to 
withdraw" these resources from' the next ‘best use represents their real 
cost. -But that ultimately, analy'sed oomes to the.satisfacfcious that 
they actually obtain. The marginal utility theory,- therefore,- 



MODEUK ECONOMIC THEOPvY 


osnkins not only the vahies of fHfforent commodities but ftko of 
serriecs (indutlinp the service of capital^ iiMhsed for the pioduclion 
of those commodities. Ultimately the rate, of intorest mcrely_ 
reflects the de^n-ce of Fcircity in“Wieh capitel statids m relation 
to other factors orpfoductfon when con^ributins: to the coifeuWfire 
tompeting demands for' vanons assortment of goods and jcfyoecgr. 


18. Factors Causing Changes in the Rate of Interest. 
In the light of the above it is easy to underatand why rates ot 
interest change. If there is a relative ecarcity of capital there will 
be a general ri^c in the lates of interest Relative scarcity may be 
caused by demand or by siipph'. In the sboi t period most pr(> 
bably Bcareity will be caused from the aide of demand. If busi- 
ncssmeii expect trade revival or liigher prices and profits, short-term 
rates ol inti rest will rise, dno to greater demand for loans. Tbo 
value of industrial sbarc^ will ri..? while the jirico of fixed interest 
securities u ill fall thus increasing their vicid. 'The same results 
will follow il new inventions open np now aveinies of profitable 
employment of capit.il. 


Short-term rates may also ho raised by inllucncoH working on 
the side of supply. Bad harveste for instance may create ecarcity 
of capital, a rise in the income tax may reduce people’s capacity to ^ 
save, a shortening of the working day bj’ reducing production may 
have the same effect. 

The same is the case with influences lowering the rates of 
interest in the short period. Expectations of atrado depression "wilV 
discourage new investment, tho demand for fixed interest bearing 
secanties will rise, their value will go np and yield will fall and 
interest rates will fall. As reg.mls supply new invenrions may 
economise capital. “ Bumper” harvest may also have tho same 
effect of increasing supply of capital and lower short period rate*. 
Siniilarl}', a ,gqncMl increase in wage? may rodni'o tho “bare of 
eaptal^o£j^tp^l’mte"i(s.t) in Uio natlonardiyidgcST" " 

Short periodj'atcs are also influenced by jpolitical factors. A 
general sGntjd’bfpoliticar'Insecurily will *disconrage enterpiise and 
demand for funds hence the rate of interest will be lowered. An 
intemational crisis in this way will cause rate.s of int-orest to fall 
sharply. But rates of interest may be raised if such a crisis re-, 
duces the capital offered in the loan market. 

So far the short period rates. T7hat about long period rates ? 
IVe have already seen that changes in short period rates cause cor- 
responding changes in long period rates, due to movements of 
funds from short period to long period markets or nice vtrsa. Long 
period rates, however, are largely affected by long period factors 
or influences such as changes in the size of the population, changes in 
the habits of savings of the people, etc. Other things being equal 
an increase in population tends to raise interest rates and a decrease 
to lower interest rates in the long tun. A hig he r expectnt ion_.of 
savings andj^s lower interes t r a tes , and 
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Uncertainty about tljo ‘‘utaro discourages savings and 
tends to raise interest rates. 

19. Economic Pfogtess and the Rate of Inteifcsl. Econoraio 

progress connotes technical progress, increase in the volume and 
range of production, rise in the sttindnid of livingj etc. With dcono* 
mio jjrogrcss and higher level ot money incomes, delmand for 
goods is bound to increase and so the demand for capital thus 
it would seem that tho rate of interest m ri st ri se as wo, cccraomically 
,aixflnce.. ^ " ' • 

B.utJjj}iua 3 i 6 t so. With economic progress both our power 
to save and will to save aro considerably increased. Thh surplus 
of production over oohsuniption is increased, tho development of 
banking and insurance companies provide safe and remunerative 
channels of investment ; and the security of life, and property and 
increase in foresight due to educational advance augment tho 
various motives for saving. The cumulative effect is that tho 
supply of capital is increased much more than the demand for it. 
Hence tho rates of interest have tended continuously to fall. In 
advanced countries like England and America, the rate of interest 
has fallen to i% or |% on certain types of loan. 

As a .couTitry advance 8 „thc_ habit of hoarding^is. discouraged 
and tTie^^ desire to in.veat<ha 8 dnoreasod. As the supply of capital 
rnaHe*ava!iabIo for investment increases, its" marginal productivity 
and hohoo the rate of interest falls. 

'The result of tho fall in the rate of interest has boon to 
reduce the incomes of the moneyed classes * from interest. 
The reduction of tho capitalists’ share in tho, national 
dividend has loft a greater margin for distribution among 
other factors of production, Tower capital cost cheapens prodno- 
tion which henoSts the community in general. 

20. Can there be a Zero Rate of Interest! It was 
who visualised the possibility of an extremely low rate of interestT 
diio to grontor and greater accumulation of capital n't civilisation 
advances, ?omo economists have assorted that interest may fall 
to 7,oto oh account of this tendency. 

Tbcoroficnllv a zero rate of i nter est canjbo conceived. . As time 
goes on'p'SipTe's po^r to save and wilF to^avo^tohd' "to increase. 
The former because of tho rising productive capacity and tho latter 
because of greater 'foresight and tho tendency to discount, the 
future at a low rate among tho more advanced people. A ‘ stage can 
bo imagined in which capital accumulation may outstrip tho de- 
mand for capital, thus lowering tho marginal productivity of capital 
to zero even making it negative, i e., people may even pay somebody 
to take care of their savings. 

It is', however, extremely improhablo, if not aotmill^ impossible, 
that such a stage will be To.ached. In tho first place, the demand 
for capital will increase with the increase in population and the in- 
crease in th'o variety of people’s wants. We have seen that individual. 
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wants are satiable but human beings develop new wants when old 
ones are satisfied. Moreover, with technical progress it is l^el 
that the demand for capital will increase, since more and more 
round about methods of production will be emp oyed. It is true 
of course that now inventions may substitute methods which econo- 
mise capital : this may lead to a fall in the .rate of interest, ou 
the marginal productivity of capital will still bo positive and hence 
there will always be a positive rate of interest. 


Looking from the side of supply also wc come to the same con- 
clusion. Some people may save even if the rate of interest is 
zero or even negative. But most of the savings will be seriouiU 
reduced if there was no compensation for postponing consumption,^ 
thus creating relative scarcity of capital. 


There is thus jio possibility, of the rate of intere°t falling to zero. 

21. The Necessity of the Rate of Interest. So much for 
the future of interest. \Yhat about hhc present ? Why should interest 
be paid at all ? In the Middle Ages money was regarded as 
barren and hence interest, it was thought, was not justified vethicallv 
speaking. Some’ people oven now favour the abolition of . interest 
in every form. Without entering ,into ethical controversies let us 
look at the matter from the economic point of view. Is payment 
of interest justified on economic grounds ? Since capital is pro- 
ductive we can say that interest can bo paid But should it bo paid ? 
What will happen if it is not paid ? We have already answered 
this question. We can enforce a zero rate of interest only if capital 
loses its character of scarcity. As • it is capital is scarce relatively to 
demand for its services. There are so many alternative uses to 
which capital can be put. It is the rate of interest which deter- 
mines to which uses capital should be put. Some uses have to be 
sacrificed in order to supply capital to more pressing uses. 

Even in a socialist society interest cannot be abolished 
even though it may not bo paid to private individuals. Even there 
through its instrumentality priorities regarding the use of scarce 
capital resources for various possible emplovments will have to be 
decided. The order for priorities in a socialist State will probably 
be different from the one in a capitalist society, but interest wiil 
" perform its function all the same. It has the same function as the 
function of price, i.c., it restricts demand to the supply available. It 
enables capital to be apportioned between competing demands of ‘ 
alternative uses. Through its instrumentality those uses which 
promise the highest future returns receive the first consideration. 
Of course the criterion of the highest future returns will differ in 
a capitalist society from a socialist society. In the former, 
expectations of profits for private entreprenenrs and in the latter 
the conception of welfare on the planning authoritv," 'will 
determine the priorities in investment, 'y'ou cannot abolish interest, 
you can soeialiae it if you socialise capit.al. As long’ as 'cupiui' 
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is not socialised interest mast be paid to keep np tbe stream of 
capital accumnlation. Interest therefore liiust fas paid,’ because the 
borr^er can pay it and the lender' must be paid.. 

Interest and Rent. We are now in a position to notice some 
differences between interest and rent. 

(i) With tbe a dvance in ofvibKation and economic progress^ Jh^ 
rate of interesneSHBtolMwhweas'rent tenSsTd is d^'to tlie 

faotT^HaTEEe 'supply of capiin'is-contmuOT^^ and tends 

to outstrip the demand for it. But the quantity of land is limited 
and cannot bo increased, wfakeas demand for it goes on increasing 
as populatidn increases. Henoe'rent tends to rise and interest tends 
to fall. 

• j ) 

(it) On accpunt„of tbe.great„variaripns in fertjlity.^and^situa- 
tion the rents of lands .ya.rv_ 5 ridely. These differences 'in qualities of 
land' are parmanerib. Greater the competition, more marked will 

bo tbe differences in rents. O n'account of imm obility oL.Jand«— it 

cannot be easily (Bverbe(L.-from one use t o another. Hence in* 

equa;litTe3"of1renrier^ to be perpetuated. 

I nteres t, on jlhojjthenkand, tends,to BquaUty,.only^ie_jate3.of i 
gross interest'jdiffer due to fac tors li ke rislm and incq nypnien ee- \ 
Capital is much "more mobifo amTcRfferences m pure interest, if any, ] 
tend to disappear on account of competition. 

(in) There is no-ren t Jand._ but there cannot b e no-intereB|i 
capital. Carn^aT is ma Wtiiade_a n<r~lia8 a definite supply price. 
tfn T^a'fchis nr_ ifiSjkjiaidjiJviIIaiot.b^tbrthcomihg. Every portibh 
of capital must bear interest. But there may be some lands too 
poor to yield any rent or surplus. , Land is nature’s gift and cannot 
be withdrawn even if it earns no interest. 

23. Interest, Rent and Qaasi-irent. There are economists who 
deny that there is any difference between rent, .quasi-rent and 
Interest. Their contention is that the^ is nothing peculiar about 
land or at any rate its peculiarities are exaggerated, (a) Land ia 
not the only free gift of nature. There are mineral ores too for 
instance ; (6) There are' other things, besides land; which are ' 
limited ; (c) Land is nob so ‘ indestructible ’ as is supposed. 
Its chemical and other qualities are being constantly exhausted- 
and replenished by human effort; and (d) ' Differential element 
is present in other factors of production also. >It .is thus 
argued that incomes from investments whether in permanent 'things 
like land'o'rinsemi'.permanent •things- or in perishable articles are 
absolutely alike from the point of view of the working of economic 
principles. - The 'principle of scarcity is the 'basic principle which 
is 'applicable in all cases o£ determination of value. 

t ' I i ' •» , 

But those similarities should not blind us to some ftmdainental 
differences -between interest, rent and quasi-ient. The chief 
difference liesJn Jihexeactipn on t he supply ofjhe factor of chang^ 
remt meration.- j^nt inayTiso , or fiTin butlKe"supply Sr'Jand^ 
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Snsiness enterprise is' discouraged, the demand for capital contracts 
and the rate of ‘interest will fall. 

' * Hence.we may conclude that the rate of interest'varie 8jny^rs.e- 
ly with the chan ges in the_XAlue.jof. mohi^Ian5I.directIyjyith the 
cha nges in the pr ice level, 

- 25. Consequences of Changes in Interest Rates. Rise and 
fall in the rates of interest produce several repercussions. Briefly, 
' following are some of the c^nseguences^of thoJci8eJn,the„rate.|,of 
interest : — ' • 

'*’''''™v?ll)”^ori8e in the rate of interest makes the„Jiolding„of stocks 
of gpods^ costly. Sueculators and middlemen are d iscouraged ; the 
dem'tind for raw materials and semi-finished goods contracts ; 
consequently their prices fall. 

P ost of constructions al8 o_gQc_8-tm.whcn interest rates rise. 
If the house rents do not also go up, building activity will he 
discouraged. Unless the rates of profit go up, the demand for 
factories will also go down. 

(3) When rate of interest rises, the capitalL|.ts..„yidlLbotrow. .Jess 

unless bigger profits are' going to -be made. This _will_ check _ in- 
dustrial and c ommer,oial enterprise. „ "" 

(4) Rise in the rate...of int erest w ill , stimulate saving and in 

c0ur8e_ of time increase the auT)ply of capitals — ;■ — " 

(5) Rnces_of bon,d8 j?ill,go„jiQ,wn,^ because a smaller sum in- 
vested at a higher rate will yield the fixed interest of the bond. 
(The relation between the value of bonds and the rate of interest has 
been explained fully in Section 4 : Different forms of Investment.) 

FalUji-thejLntetest_rates.will4iave-the opposite e ffect s which are 
giyenjbelow-:^ — > 

{ 1) Tlie prices of fixed, interest., hearing hpnd,8_ wffl go.up. . 

(2) Saving will be d]6cquragcd. „ 

- (3) Speculation will be stimulated and demand for raw 

materials and'ieffiJfimiEeST^oJs^irgo the cost” of hiding 

Btock8'’i8h6wl^sr" ^ 

. . , 

(4) Commercial , and- industrial- enterprise...will..be^gtiraulated. 
But it is well to remember that a ^ mere fall in the interesTlra'tes 
will not do itl There must be good prospects of making profits 
otherwise low rates of interest will not tempt the business men to- 
borrow. You may take the horse to water, you cannot make him 
drink. 

(5) Buildin^activity. jvjtl J)e eacour aged 

(6) Ks .intere3 t ha3~ia.llen~.faBcau Be of i ncrease d voluntary 

saving, detnand 'for; consumers^goodsw^l contract and~ThSt”~fdr 
pi^ucera'„goods^wiU„iacrease. , Factors of~'prod"uc€i5nr'lviIl move' 
into producers’ goods industries. 

(7) If the low rate of interest is due to the increased supply 



CHAPTER XXX 
PROFITS 

1. Introduction. Profit is th e reward of _the entrepreneur, 
ratlyir of the entrepreneurial lunctionar~Tfib study of '{iforUs ' h full 

(^'oTdilfonfHcs. ‘'TlTe’Hlfricidtrcs ansTmafnly beenuse of two reasons. 
Firstly, in the case of rent, wages and interest, it is easy to apply 
the ttsnal law of supply and demand. Tlie owner of each factor is 
the seller and the entk-pren^ur, the buyer of their sorrices. Who 
bny.s the services bf the entrepreneur? This difSculty, however, 
partly disappears when wo realise that, ultimately, (he services of 
all the factors are "purchased” by tlie community. The only 
difference is that while the community nets through tfiu entrepreneur 
in the case of land, labour and capital, in t he e.^sc of Uic ontrepro- 
nour it js, the compotitipn among kho„ onlrcpreneurediioniselves 
lliaCiiltiinately decides the rewards going Jo tliis , particular factor' 
o f jiro duction. . The sccond'HifllcuIty arises from the fact thot all 
that "an entrepreneur receives (his gross receipt.* minus the cost of 
the hired factors) is not his profit. Even after you hav'o allowed 
for the return for the factors (land and capital) owned by tlie 
entrepreneur himself and arrive at his "net” receipts the difilculty 
is not over. Some of these net receijits are the return for the 
cntreiireneur's "labour” in a wide sense of the term. 

The nature of this diffionlty becomes clear and when we realise 
that in the modem world business units vary from tlie "ono-mnu- 
businesa” run on a small scale in which one man is the ontrepre. 
nenr, capitalist, manager, etc., all rolled in one, to huge establish, 
mentfl run by joint stock companies in wliioh all these funotions and 
many more are split u]) and are porformetl by different individuals. 
“It is difficult to framo a simjilc theory of prolits which would include ] 
the small independent trader, the large employer, the small holder | 
and the shareholders of a joint stock company, while excluding* 
responsible managers.”^ 

2. Analysis of Gross Profits. The best way to understand tbo. 
true nature of profits is to analy.se the gross income of the entrepre- 
neur into its various component parts. Gross j)rofit sttinds for the 
total earnings of tho entrepreneur, not ncoDasarily for tlio entrepre* 
ncurial functions only. It is a mixture and is composed of several 
elements of which Pure Profit is only one. Pure profit, however, 
is the return on the entrepreneurial functions only, ikom the total 
receipts of the business must be taken out what has to be paid to ‘ 
the various factors of production engaged <m contract basis. The’ 
rent of land, the wages of labour, and intoros”t of capital, has to be 
deducted. What remains is the gross income or gross profits of the 
business. These again can bo analysed as follows ; — 

(i) The interest on (he entrepreneur's own in the 

j- yriggg and .Tordon, op; cit p. 400. - i '• “ 
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busine-s is often confused vnth profits This is not profit because 
the entrepreneur could earn this interest by lending hia capital. e 
nui^jt therefore make a deduction at the current rate ot interest. 

"'(ii) Ecnt of Und atoned by the cnireprenair also should not be 
counted as profits. He could ‘earn his rent by giving lus land on 
rent to a tenant , a dcducticn must be made at the current rate of 
the rent of land similarly situated and possessing other advantages. - 
^•'(tii) The ejitrepreneur'i uages of manaqemepf or^superinlaide nct. 
This is thcYelura lor luC uoEk done by the entrepreneur as man.ager, 
and could have been done by him on salarj' basis for another firm. 
He must be allowed his salary, which is the wages rather than profit. 

The above three elements, strictly speaking, arc not the reward 
of the entrepreneur ns an entrepreneur ; but as capitalist, landlord 
and manager Tliese he could earn without setting himself up as 
an entrepreneur. 

The renard of the cnirepretievr as rtsL Ini er. The function 
as a risk "taKer must be performed by the entrepreneur himself. 
Certom risks, however, arc insurable, e.g., risk of accident, fire and 
marine, etc. But mam risks cannot be insured as nc shall see and 
these^Tnust fall on the entrepreneur. 

Gam s ar isingjto the entrepreneur for the .^ccial a bilittf a s 
a superjqQarg'itncr^v.ith labourers, capitalists, landlords' suppliers 
-f raw materials and consumer — all those uith whom he has 
dealings. ' ^ 

' '(ii} Then there arc vwnopolv gains, ^ These are due to impeifect 
competition which enables the entrepreneur to charge higher prices 
or to pay lower rewards to the factors hired by him and thus 
increase his profits. 

(tilt) CgnjuncfinncJ g'"'vs are anothei element. These atise duo 
to faTonrahle circumstances or pure Juck,,e g , outbreak of a Aiar 
giyihgTugb profits to~pFoaucers ot essentials of war and even to 
Other producers. During the \rar recently ended, many entrepreneurs 
made enormous profits due to war demands and hich prices in India 
and elsewhere 

The difficulty in the conception of profits arises from the fact 
that different writers do not include identically the same items or 
do not emphas'se them m a uniform manner in their study of 
profits Eor instance some American economists like Walker, 
employ the term profit only to mean the net gain of the employer 
employing no capital of his own. On the other hand some English 
economists, like Marshall, include in the term proSts, interest on. 
capital owned by the businessman in addition to earnings of risk 
taking and of management. ^ 

The tendency among modern economists is to accept the 
American view of profit as being the reward of purely entrepreneurial 
functions, which cannot be performed by paid employees These > 
functions consist of lisk taking and bargain'ing ability supplemented 



PROFITS 


385 


by monopoly and conjunctional gains, if any. Tht inco mt^Jrgm^ 

rish iakhig and gams from bargaining are reggrdedJ>ysom^^ 

.t hc-entreprencuT as ag ainst , the g^ss prout a 
"wBob JTO?liifejilitbgJtamBjiniimfi Pure or ITet prop 

is amount that accrues to the entrepreneur for assuming po’ 

risk inseparable from all business under the system of production 
in anticipation of demand.” * 

3. Pure Profit. Let us pursue the idea of pure profits a little 
further. Apure o^anizer is essent ially ' creative,, because t hrough. 
organization ^ <HtiohaLpro 5 imHonJsmia!d 6 -P 03 sl 51 ajMtic£— othemiso 
W QuBThot t^ .^nla.ce. His success depends upon two .groups of 
conditions :V(?) The number and quality of the available factors of 
production, their price and the increase in their productive power 
wfien combined ; and (ji^)''’the state of demand for the commodity con- 
cerned, Thdugh supply of the factors may be relatively fiised tpir 
prices may vary greatly. The demand for commodities is subject 
to considerable variations." TheL-best— organ iser is one who can 
obtain thc .Jtnoat_.fiififijBnt_j;pmkinatjQn--oOk^ufaptQra„tQjprodiice( 
commodities in such quantiti es .as to give him the masimum p rofit. 

This is not an easy task. The demand is no^ a fixed quantity." 
The employer does not produce for the present demand but for 
iiUinrejdemand^lso. He cannot accurately gauge the amount of 
future demand which is subject to so many uncertain influences. In 
some cases' demand has to be created. Any serious mista ke , in 
c alculatin g— iktUEiC-^.tr.enda i n demand may " rmn the entrepreneur. 
TlmTaHses the element of uncertaint y.^ Siich uncertainties havoi 
increased in modern times onormousiy'as compared with medieval 
times. This is mainly duo to two factors. First, the process of 
production has become more roundabout and hence lengthy. 
Secondly, the market is much wider and is exposed t'o a much! 
greater variety of influences. '' 

On the other hand, the diffi culties of orga nisa tion are not so 
g reat in practice as t he y appear in the ory, be cause busin ess. methods 
geFItondard ized. Experience of old bands is a guide to new 
enterprises, lifew experiments are made, but due to standardised 
methods of combining the various factors, the chances of failure are 
not as-large as would appear ,at first sight. The problem is more of 
adaptation to new conditions rather than bringing into existence a 
ready-made business, A good and experienced organiser can 
make such adaptation comparatively easy. Much of tho organi- 
sational work thus can be delegated to paid employees. But an 
exceptionally good organiser may be able to introduce a new 
combination of factors which is much more productive than the old 
one. He will thus enjoy extra gains until the new combination is 
adopted by the rivals. If he is fortunately situated hs regards 
demand, or he is alert enough to- take advantage of changes in 
demand, he may earn exceptionally high -profits, ^h-profits-ate 
ofJ;hejiatiixe_of^nt,_b.ecau5aJjbBy-.Are-a~differentiaI.gain.Kiue-to 
higher abinty _oLaii,.eotre preneuc as compar ed with the one who 
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earns the normal vra^cs of management and no puto profits in this 
, Gense. Thus pnre profits are a (,iirpliip over normal.vrages of 
j management and is the reward for the enporior ability of an entre- 
iprcneiir for_taking rhkB of future variations in demand, his ability 
' to try successfully new and “more jirofilable comlnnations ofTaoCors 
'of production. - - . 

. It (pnre profit) is a payment made exclusively 'for 
bearing risk. The essential function of the entrepreneur jscon,- 
Bidercd to bo doing fomelliuig which only he can do ThiR'*somo- 
thmg cannot bo the task of management, for managers ran bo 
Jired, nor can it be any other funotiou which the entrepreneur can 
delegate. Hence it is contended that the entrepreneur receives a 
profit as a reward for assuming yirnil rt.ponsmiUj, a'rcspB'nsiFilUr' 

that cannot be shifted on to the hhoiilder.s of any one blseT’^i " 

marginal entrepreneur earns ordinary or avenge profit. 
I5ut the miper-marginal entrepreneurs make evtra.proGts, f.c., 
ramething over and above what the marginal entrepreneur ra^ea^- 
^eso extra or exceptional profits are ‘rent of ability’ and have been 

' netir fnrma^ made b3‘ the marginal entrepre- 

netir forms part of price but the extra profits made by superior 

i“Sndr,r°; «ro mitKw 

volved in the bus™ 


in- 


tailS“‘r.ilf,SX£ GreTS,?' 

expeotod gain in order to induce tlmm -^■gficr.. unust-be t,he - 

visklsiSherent'inT^rybSss «!art the business. Some 

speculative and unless the risl- 
^nll not be storted 

the entrepreneur. He must tmi on capital cannot satisfy 

induce htai to take the I “ver and above itto 


the entrepreneur. 

induce him to take the risk a7 and above it to 

eupply of entrepreneure is kent dL?!® jlu deterrent the 

risk earn much Ure ^an the nil 7 who do take the 

profits_nre regarded as a reward fo?“i Hence' 

As against this there is the view flnf- fi t. . 

some remuneration for risk-takii^^ vnft^ though profits do contain 
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not because risks are borne, bub beoause the su perior en trefireneura 
are able to reduce .them.i We might say wHlf an appearance of a 
pi^oFlKar^ofits are made nob because risks are borne but 
because they are avoided and not borne. 

But it cannot be'' denied that a great deal of pure prodb is the 
rervard for risk-bearing, whether due to trying new combinations 

■ of factors or due to changes in demand for the commodity in ques- 
tion. Let us understand more fully the nature of this element. of risk. 

We have already mentioned that pure profits contain the reward 
for risk-taking. But as Prof. Knight says all types of risks do not 
form an element of profit. Rislcs are of two k inds. Some risks can 
be f prescen j5r„anticipated,^!i3lSSnco ' pfoWdeH^'^ainst, or, techni- 
callyT^Ee^ can be insured! Such risks are calculable because they 
can be measured by the laws of mathematical ..probability provided 
the number of instances considered is' sufficiently large. For ins- 
tance, by the study of statistics of past mortality, we can predict 
almost with certainty the proportion of people that will die during 
the next year or years in a given age group. " In the same way 
accidents can be predicted and hence insured. The whole insurance 
business (and banking business) is tun on this principle of uniformity 
when large aggregates are involved. Such risks are assumed by 
insurance companies and can be easily escaped by the entrepreneur. 
The insurable risks are provided against. They are included in 
supplementary costs. They are thus part of costs and not of profits. 
Pure Profits are suirolus above costs. 

But there is a second classjrfrisksjthatjcannot be for^^en and 
hence c annot Tje*‘mgfi^drii!^riationB mTlic demand for’alsommddity 
^ talr^pIace^Su^^ hundred and one factors like changes’ in 
tastes, fashions, seasons, political factors, etc. ' This makes every, 
h^gjnggs. more ..or. Jes s a spe culativ e adventure; The greater the 
element of speculation tho hi^er must be'^bfils to attract business 

■ men to ifndertake such enterprises. It is for assuming unforeseen, 

' non-determinable and unpredictable risks that the entrepreneur is 

rewarded with profits. , • 

5- Profits, a Reward for Uncertalnty-beariog. According to 
'5l2fi-K»ight4t is unce rtaint y-be aring . .rather than risk-taking which 

isH.the.^.8p,^oial„func£ibn..Qf._the.l€utrepteneur..ah3CIeads39,P^Jit> 

, We have seen that there are certain risks which are foreseen and 
provided against.; Risks of death and of accident like fire and ship 
sinkings, are statistically determinable. Their incidence is measur- 
, able. . The insurance companies undertake these risks in return for 
, premia paid to them. The payments of these premia are included 
in the coat of production. The entrepreneur 'gets no profit on 
; account of these risks. Hence risk-t aking iajaotJhe,. fun ctio n jjf the 
. ^ojSgB.iedeur bh^f the insurance companies . . ‘ ’ • 

_ As for the other risks which are unforeseen and unpredictable, 
Knight noil not call them risk but - uncertainty. The term risk ia 

Caiyor— Distribution of Wealth, p. 274. 
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applied to those dangers which ate known and foreseen. The entre 
preneur does get a remuneration for bearing uncertainties (unfore- 
seeable risks) and nothing for the risks which have been foreseen the 
incidence of which is on the insurance companies. Just as waiting 
(capital) is a factor of production, uncertainty-bearing has also been 
the stetus of a factor of production. " ' 

Like other factors of production uncertainty-bearing has a 
™PpIy price i.e. unless a certain return "Js expected, ncT enlTepfe^ 
near will be induced to face the uncertainty. The supp^ly of this 
lactor, uncertainty-bearing, depends on_ the te^peramenTorYtie“ 
tofal resources at his command and the proportion 
01 1 toe r^uroes he is inclined to expose to uncertainty.- A “rich 
entrepreneur of a hold and venture-some spirit, who has made up 

nis mind to invest a big proportion of his wealth, can take greater 
cer aiu j . A greater gain is necessary to induce an entrepreneur 
o larger proportion of his capital than when only a small 
proportion is exposed. 

•certaLv .combination.„o£jm- 

neur >'n the which brings a reward to the entrepre- 

iii„i;5S/^™2fhA.ndsome profits. Capital alone by'litlilfTs 

mefnfni? rt ifnnT without capital has no 

meaning R^s^n^apital which can be exposed to risk And 

e-“trepreS -drt- spLlaVive 

haS thwfmavL n? f at his command. On the other 

wiser’an^timid be a 

criticised TO the fibwiAg'^^ounds^”® 

en^^reneurs/'^DSek’df f^ds laeh ^be_ supply .of 

ties and the presenc 0 ~of eronom- ®]?-.'’f.bn°^l8dge, lack of opportuni- 

supply of, entrejiren^^^^^ 

pren£.^^he'Suth?to^^^^ it •P™'^«on of the entre- 
that hinders, cy.. initiating. cV^dLtiTbri^aSn^^^^^^^ 
factTO be elevated tolh{ Jtatus^of 

exeHion,'abstmenoe sacrifice ete which mean 

Cost is not geSly measured In ^ 

capital is a factor of SucS^but not 

save capital. Hence imcertaintvh* abstinence needed to 

separati factor. , * 

meant except that wherein business twT^^ nothing farther is 
•more profits may be expict^. . bere_4a. greater uncertainty, 

then!me°o?!CeriSftonSt jf'B associated with 

He says that in a 
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bcoauao they Jiro oarnwl nt till’ fxpniiM! of tlie ('.mKTa. The 

second view is represonl'Cd by I'nif. 'J Ih* 

simply a particular kind of rvage.-i. 

According to thcsooialist viovv of profit'.* -'I'i expounded hy Karl 
Marx profits nrif-o bf-causo Icm is paid to tlio labourer than the- value 
of his work. Tliis is a deduction from M.rrx's famous theory of 
surplus value already considered hy us. The argument c.“scntiuUy 
rests oil the nccepltince of the labour theory of value, which also we 
have criticised at anotlier place. Here it may he added that under 
perfect competition rales of rnutt.s for the Fame type of labour lend 
to equality in the same industry, The Fame uage-s are paid hy the 
employer who earns no profits as hy the one uho earns higli profits. 
The superior employer earns high profits nut because he pays lower 
{this he cannot do under compelitionl but bocanse on account of his 
superior organisational ability and uncertainly liearing powers; ho 
can produce at lower cost than hi,s inferior rival. This greater net 
return constitutes hi.s jirofit, the rew.ard of his fuperior ability. 

Now consider Taussig’s view that jirofits are nu-rely, .wages, Jbr__„ 
a speoial kind of latnur. “I’rofil.s,’’ .sny.s'TuuKsig, tire^hcsLreg.'irdcd. 
as” simpl^a ipruTof wagoa/’’~Tile*htibiiics^ ihaVi's jncoine i.“ irregular 
' ,110 doubt li'ecaiiso it is a auqilus after meeting expenses of jiroduclion. 
But this income is not due to mere chance. ljt.iF-Thc .,joutc6me_of_^ 
thoesqrclao of ppepial.ahility.^ n soil of_ niental..Jnbqur,';irtol Auu.cli'y' 
dlffprent ~from , the labour of-. Jawyers 'aiid.-jutlges. *' ^loreover,'*'''' 
Taussig continues, “salaried posts of lunnagemont have.- a very, 
wide range — foremen, superintendents, general managers, presidents, 

A process of transfer is constantly taking place between the siilaric-d , 
ranks and independent buBine^s managers. Both arc affected by 
causes of the same sort.” 'flic theory of wages, therefore, " should 
consider the remuneration of every sort of labour, ....of such inde- 
pendent workman as well as of n hired labourer.”* 

Our consideration of the nature of profits has shown wliy this 
position oETaussig cannot bo accepted. There are. fundamental 
dilFerencqsJietween wages and proihs. Thus: — 

(i) Assumption of risk.ond.uueerlaiiity.is thojiredoroinajtt.func- 
tion qfjin enlrejSreneiir. Profit.'i are c.«.Fcntifllly a reward for this 
fuhetTonT'-Th'b'rab'duror does take, the risk of I'osiug his job if the 
industry fails, but his reward or wage is primarily for tiie labour 
performed by him not for the risk, wliicii is; insignificant as compared 
with the risk taken by the employer, ' ' . 

(u) There is muc h greater element of chnnoo ga ins in profits 
; than in wage s. 'Tra‘prTnc~-fi::ed''flnd^(ipfnn'fea'Tncome8 while 
'.profitsliro irrcgnlar and uncertain due to the factors of chance and 
uncertainties involved. Wages thus are “ earned incomes ” in a 
miuch more real sense than profits., 

' ^iii) Part of profits, and in some cases a major part, is due to 
imperfections of compotil ion. Under iiuporfcot. co mpetition, while 

1. Tnnsaip. Prinoiplos, Vol li. - 
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profits tend to swell, wages tend to be depressed, for reasons already 
noted. * 

j distinct from wages. How earnings of manage- 
;rom profits oecomes clear n wo consider the 
working of a joint stock company. Here profits are arrived at after 
payments have been made for all managerial work. .Those who earn 
these profits, i.e., the ordinary shareholders, perform no„ other func- 
tion but 'that of risk-bearing, rather uncertainty-bearing. Their 
earnings can by no.stretoh of imagination be regarded as wages. 

■s ^ 

> 9. Is Pirofit a Kind of Rent ? Another view of profits makes 

them analogous to rent. The Rent Th eoEPUillEEofit as it may be 
called was first jiropounded GyUie American economist, F. A. 
Walker. He was the first to introduce distinction between a capi- 
t^i'si’and an employer into English economic theory. An entrepre- 
neur need not be a capitalist. He is a person who undertakes a 
business xvithout using any of his own capital. 

Walker, regards pr ofit.. as. .rpnt... of,, ability. Just as there are 
different ^ades^Iands there are different grades of entrepreneurs. 
The least efficient entrepreneur, who must romaindn the field of pro- 
duction to meet the current demand, just recovers his cost of produc- 
tion. Above him are superior entrepreneurs of varying degrees of 
ability. Just as rent_arises because of th e differe ntial adv antage 
enjoyed hyrsuifetior Jaad-dvefrtheimaL’giuaUSndr^QHOisoJjs^he , 
“ reward for differential ability of the entrepren eur oyer_the. marginal 
cntrep.ren eurortHe^-p r ofit entrep ro nc^ . Pr ofits are Jims dike r&iit 
and Uic&.renLSo-noPenlcr^nlo-pnce. of management are not a 

profit. The marginal employer only earns the wages of management 
part of and no more. A slight unfavourable tura of prices or costs 
and he would prefer to work as an employee rather than an employer. 
Wages of management thus must be paid to keep up the given 
supply of entrepreneurs. Such wages thus outer into price. 

The theory ijossesses the same wealiuesses as we considered 
when criticising Ricardo’s theory of rent. The employer who will 
leave the business with a slight unfavourable turn of events is not 
necessarily the least efficient. He may be higher up in the scale and 
may be attracted by more profitable alternative employment. The 
theory jjraoreover, doe3_no t explain , t he real nature of profitgp'it 
ifierely provides aFbest a measure qf.j5jrofit3. It is wrong to j^ayj 
agam^''tIiaippTOfit3”"d6'h’ot'‘enfer”*ialq^price. TIioy“"may^“not the , 
short' period buTtheylmusT in tTro~ldng*''poriod» The entrepreneur | 
performs the essential function of risk bearing and unless the price f 
of the commodity is high enough to compensate the employer the t 
supply of employers will decrease until the price rises high enough to ' 
pay for the risk-bearing service. Some employers may be earning^ 
high profits but others meet with high losses. When the average is 
taken over a long period the so-called surplus tends to disappear. 
Finally, the theory even fails to explain the sixe of the profit The 
differential gam is due to scarcity of superior employers but why 


Profits thus ar( 
ment are distinct 1 
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does this soarcity arise ? In the case of land, scarcity is due to the 
natural limitations. In the ease of entrepreneurs there are no such 
imitations. The theory of profit must explain the cause of such 
scarcity. 

Thus, there is no doubt a_ differentia] element^ in ^jprofit8_^M_in__^ 
rent, superiOi''eiiriepreneurs earaing higher profits. But the analogy 
end£'tl6ToT"Tlier6"may exist nQ-reutJand,_hut- there--oannot bejmo- 
piofit entrepreneur. Rent may not enter price faufi normal protojlo. 

10. Normal Profits. Some"writers introduce the concept of 
normal profits. Surpluses that arise on account of uncertainty and 
imperfect competition ate the phenomena of dynamic or changing 
conditions. As Prof. Knight points out, normal profits belong to 
the equilibrium state, and to the state in which changes are taking 
place uhicli can be anticipated and calculated. Of course it is 
difficult to imagine a world entirely devoid of change. But we can 
have societies, specially old established societies, in which conditions 
are relatively static and business methods have become of more or 
less a routine nature. 

In an equilibrium state or a static society resources are more or 
less fiixefi and have attained such a distribution between various in- 
dustries that there is no motive for transferring them from one em- 
ployment to another. Uncertainty, therefore, would be at a mini- 
mum and oompeution perfect. Diider such conditions pure profits 
will tend to dioappear and the'entiopreneurs will only earn wages of 

superiutendenoe. Normal nrofit 3 . therefore, practically come to 

earningsjpi.manageiSentr " " ^ 

In a progressive state also similar results can follotv, i>rovided 
competition is unrestricted and changes can be anticipated. But 
since changes are not umforni entrepreneurs in some industries may 
be able to make higher profits than m others. 

Surplus profits c an ar ise in a dynamio,,world even, though the 
factor oT unserfmnty is^ahsent, provided the period is short. ~But 
this wlironly be a temporary condition. " Industries yielding profits 
higher than the normal will attract entrepreneurial ability and other 
factors of production. The rate of profits in such industries will 
tend to fall. In the industries which are being depleted of such 
factors, profits will rise until the normal level of profits is es- 
tablished. But normal profits in a dynamic world need not neces- 
sarily equal to the wages of a hired manager even though the factor 
of uncertainty is absent. The very fact that change exists, even 
though it can be anticipated, means a heavier responsibility on the 
entrepreneur than in a purely static state. To keep up the supply 
of entrepreneurs, therefore, inducement must be given to take up 
such responsibility. But this additional payment over and above 
the ivages of management will be kept wdthin narrow limits by the 
forces oi competition. 

In a dynamic world, with element of uncertainty in existence 
even under competition, profits can be kept permanently above the 
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normal level. Abnormal profits also can permanently arise where the 
supply is in the hands of a monopolist and demand is inelastic. 
This will be so irrespective of the fact whether uncertainty exists or 
not. 

It should be noted, however, that uncertainty in its turn is not 
something constant. There are degrees of uncertainty. The greater 
the degree oi uncertainty the higher must be the profits to com- 
pensate the entrepreneurs for bearing its risks. 


11. Do Profits Tend to Equality? Here again we can not giye 
a nni fprm ...answer. It will depend upon the conditions tEt prevail. 
ffaTstate of”e^ilibTium profits in the sense of wages of superinten- 
dence will be equalised. Pure profits will disappear. In a .state 
o f soc iety in which. chanae.Js. present ..but t he factor of un certainty 
i^bsent profits will ten(^35..j?fi’*^Uty,. about „the;..nQrmaLIev,el ..as 
alre^j^explainedT'’'Dlfferences, however, will not be entirely absent 
beosrnse of the difference of ability. But these differences will be 
kept narrow by the force of competition On the whole one may say 
that the greater routine charact er of an .induBtry,jthe^ greater 
the tra^no^TproFts to.equality ^ovided the.’period is .fairly long 
and competition unrestricted. In the short period, however, im., 
e qualities p an..exiat., - 


■ But when we are dealing with a changing society in which the 
factor of uncertainty is {irominent, there is no 'tendency towards 
equality of profits Oven in the long run. Here profits may show 
considerable variations. The differential element of profits under 
such conditions become obvious. But as in the case of land 
it is a secondary not ultimate phenomenon. The differential ele- 
ment exists because exceptional talent' capable of successful handl- 
ing of business under conditions of uncertainty is scarce. This 
scarcity is due to the conditions of supply of entrepreneurs as 
a class. Let us investigate these conditions. 


12. Forces Controlling the Supply of Entrepreneurs. Why 

are people attracted to the entrepreneur’s profession? For one, 
there is indopendence which people prefer to working under some- 
one. Secondly, there is the lure of the possibility of high profits. To 
counterbalance these attractions there is the risk of losing your all 
and becoming bankrupt. Then the element of responsibility does 
not appeal to all men. In most cases, moreover, a knowledge of 
trade conditions is essential. Employers are thus largely recruited 
from a small class of people who have grown up in the recruited 
atmosphere. 


There are mainly three ways in which a person may become 
the head of a business : (i) Advantage of birth and heredity may 
fit him for this purpose. He may grow up in an atmosphere of busi- 
ness and learn the secrets of the profession from the father or a rela- 
tive; (ti) in employed manager may deem it worth while after learning 
the ways of the business to set up as an independent employer ; {in} 
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explained the reasons ’^vhy ontroproneurs are senreo and why it is 
not easy to increase their mipply. Tiio demand for cntrcprenoiirs, 
especially entreprononra of exceptional ability, is groat in the modern 
conditions of production. The marginal productivity of ontrepre- {> 
neurs is high, the refore-, pro fife aW higfir ~ The grcatGr''th(r"fa"btof'’of || 
unceHFint^'tlio greater the fircaVcity''of ' employers of ability high 
enough to make a success of business, the higher the profits. f 

The only difference in the application of the theor}' of marginal 
productivity to entrepreneurs as compared with other factors is that 
hero the forces of competition work directly, while in the case of other 
factors they woik„through,„the, ..employer,. The ultimate substance 
is^c 8arm).*""Xt is the community’s competing demands that have to 
bo satisfied and thus entrepreneurial ability has alternative uses. 
Forces,,,pf cqmpctitiori tend t^ equaliso..the., profit3_^ of employers of 

The theory^ however , cannot, be apphed_Jn„sjicli,.n, cleat- out 
way to ])r'dfifs as it apiplios to^ oUicrTpienomcoa of-value. This is 
due%\li^aertl\arthrcTOp(o^^^ a complex set of func- 

tions and the element, of uncertainty refuses to be standardised. 
Morcovejj .employers cannot^bb* inorna.scd .or .decreased .in ...minute 
.dQaos.emce.they„constitutc a. -largo. -unit. Withdrawal of one unit 
may disorganise the whole busine.sa. It is tlms diff icult to raoasuro 
tli,q,^ marginal net product of thc.6ecvico3.-oO^~rfalStatr.oftrprD- 
'dui)|ipnj.',, 

14. Conclusion Regarding the Determination of Profits. 
In conclusion about the determination of profits we may say that 
n o. one thcory. igjtdecmatcuto-csplain-proS^ts. Different views em- 
phasise different aspects of the functions of the entrepreneur. The 
real difficult., arises irom thp„fqetJblmt_4>rofit,.Jfi„nofc.a„hQPi0geneous t 
It is g compos Uo incQnrC'duo.Ji'Q_the,..,.compQ3ito ...character t 
q^bo-funotion^f-tlial^trepreneuE, e.g., ho takes risks, bears un-\ 
certainty, plans, initiates, makes decision, etc. No one of them can 
fully explain the true nature of profits. Merc anal3'si8 of jirofit into 
its component parts according to the various functions for which 
they are a payment also cannot explain the emorgenoj’’ of profits, 
Thojjimc theory must e^lain -why organising ability , is so 'scaroe, ; 
because it is this scarcity in the face of demand for exceptional I 
entrepreneurial ability that leads to the omergoncy of the surplus ’ 
called pure profits in the modern world of uncertainty and change. 
Such a theory must explain why the qualities essential for a suc- 
cessful , entrepreneur (i ma g ina tion, qrganismg^''ablirtyr jujigment, 
courage, etc.,) are so scarcer How far^tliis" liiuit'atio'n is due to 
natural causes and how far to environmental factors % The theory i 
must explain exceptional profits, due to conjunctional gains and tlie I 
element of monopoly. Mojeovor, monetary factors also cannot be ' 
ignored. Nor can we ign ore the influence of the present social 
stratification of 9pcie.ty.which~jTaHipr37^lJilif5!r!innl3ep|T(51'tnTii%T 
Due £5 tHese complexities no coarprehenaive theory of profits has j 
yet been expounded, fn a general way the marginal productivity 
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accept a thing either because they are sure that others will accept 
it from them on the same terms or that they can put them to some 
alternative uses. Cheques and bills of exchange are not universally 
accepted, hence they sfre not'inbnoyr'’ Wheat will not be universally 
accepted by people . beyond certain quantities. Wheat is a bad 
money. material. Gold and . silver are generally accepted because 
they have alternative uses which give them value apart from being 
money material. Currency notes are accepted because people are 
sure they can pay them Track in their purchases or in the last resort 
to the issuing authority in return for values received, etc. General 
acceptability also depends upon stability of the value of the money 
material as we shall-sce below. 

^ ^6) Poriabilily. Tbe fuaterial used should be easily portable. In 
other words it should contain large value in small bulk. Coal, for - - 
instance, is not a good' material for money while gold, silver arid- 
paper are. 

Modern 13091; offices and banks help greatly in the movement 
of funds from place to place. Yon deposit money at one place and - 
withdraw it. at another. The actual money deposited rarely moves. 

' {c):.dognizdldUt'y ia another essential quality. Gognizability - 
implies the quality of being readily recognised. K you have to - 
carry a special apparatus to test the genuineuess' of the money 
material-considerable inconvenience will be caused. Circulation in ■ 

. the form of coins and currency notes of recognizable designs meet 
this difficulty'. ... . . 

(d) ‘‘Homogeneiiy. The material should be ofuniformquality. - 
If the qua’Iity is not uniform it will not contain the same value in 
the sai^ )oulk, 

(iydivisibiUiy. The material should be capable of being , 
divided into smaller parts without losing value, • .For, instance a 
diamond when cut into two pieces docs not have the same value as 
before di'vision. Cattle cannot be divided at all without ceasing to 
be cattle! ; Gold and silver can be thus divided. A tola of gold or 
silver has the same value in whatever, number of parts they may 
be divided.// , ’ , . 

i f Yd^wabilily. Perishable commodities are not good materials 
for monep They lose their, value after a time. Animals for. 
instance may fall ill, get weak-or die. The same applies to perishable 
goods, y. V ' 

j (g)^Most of all money should be comparatively steSZe I’aZzie 
since it has to serve as a standard for measuring other values. Gold 
■ and silver again are more stable in value than other commodities. 
Since they are durable" largo ^ stocks of these metals are available 
though not large enough to .make them very cheap, ..The annua] 
production forms a small proportion of these alreadv existing .stocks 
and thus affect their value very. little. . 

fnio stability of the purchasing power of -paper depends upon - 
the artificial control on its issue. A well managed paper money 
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A few words now may be said about each of these kinds. 

14. Coin* and Coinage. Metallic currency or coins are pieces 
of metal of particular fineness and weight with both sides stamped 
with the^symbols of the government of the country. The edges of 
coins of higker values are usually milled to save deterioration, and 
as a means of detecting any meddling witk the coin, pur silver 
rupee, prior to the present war, consisted of 180 grains of silver, 1 1/12 
fine. The word^Ticncss is used to indicate the proportion of pure 
metal to alloy in the coin. Remedy allowances are the limite within 
which a coin may vary in weight or fineness without ceasing to be 
legally acceptable. It is also called ‘tolerance of the mint.’ So far 

as our rupee is concerned the remedy in weight is nnd remedy 


in fineness 


A 1 
2000 


Coinage may bo gratuitous or free. In the former case no charge 
is made for coinage by the authority. In the latter, no restrictions 
are placed upon coinage. Any body can take the metal to the 
mint and got it coined. Thus India had free coinage of silver before 
1893. Any one could take silver to the mint and get it coined into 
rupees. But free coinage need not be gratuitous. The authority 
may make a charge for coining. If this charge is equal to the cost 
of converting bullion into coin it is called mintage or brassage. If ii 
is 'higher than this cost, it is known as Seigniorage. Seigniorage may 
be charged by including an alloy in the coin or by a direct charge. 

Seigniorage is defended on the ground that it makes the metallic 
content of the coin leas than its face value and thus there is no 
inducement for the coin to be melted. ' It also increases the utility 
of the metal. Gratuitous coinage is defended on the ground that 
being the function of the State the cost should fall on the public 
exchequer. Free coinage is favoured because it provides a check 
against inflation, t.e., over issue of currency. More of this later. 

15. Token Coins. Metallic currency may be fall bodied coins 
or token coins. A full bodied coin is one the face value of which is 
equal to the value of the metal contained in it. A token coin has a 
face value higher than its value as metal. The Indian rupee is a token 
coin. Its value as metal is only a fraction of a rupee, Bsfore 1893, 
the Indian rupee was a full bodied coin. If melted it could be sold 
for a rupee worth of metal. 

Coins ate made token ^ coins for two reasons. First, it is 
cheaper to have token coins in circulation than full bodied coins. 
Secondly, there is lesser danger of token coins being melted. Some- 
times the price of the metal of the coin may rise so much aS to make 
it a full bodied coin. Then it begins to” be melted or hoarded. For 
instance, in 1917 due to the rise in the price of silver the Indian 
rupee ceased to bo a token coin and bogun to disappear from’ 
circulation. The government had considerable trouble in supplying 
an adequate media of exchange. Similarly in 1940 standard coins 
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present century. England was on gold standard.' India was thus 
on gold exchange standard. When England left gold in September 
rupee was still linlred with sterling. India, was then (and is now) 
on Sterling Exchange Standard. "We shall study these systems 
dn detail later, - '' 

18. Paper Money The term pap&r money applies to bank 
notes and government notes which pass from hand to hand without 
difficulty and without question. The term does hot generally 
apply to cheques and bills that have > only a limited circulation. 
The latter are instruments of credit and will, receive our attention 
later. 

Paper money is of two types — convertible and inconvertible. 
The former is that which can ■ be converted into standard coin (or 
standard metal)' at the option of the holder, the latter is not 
convertible in this sense. 

The convertibility of paper money is necessary both to inspire 
confidence in the minds of the people and to keep its issue within 
certain bounds. As we shall see later an increase in the supply of 
money unaccompanied by a corresponding increase in its demand 
lower its value in a similar way as happens in the case of any other 
commodity. The issue of paper money therefore is normally regu- 
lated by the law of the State. One method of such regulation is to 
make it convertible into coins or standard metal. 

I 

The greatest danger of inconvertible paper money is the possi- 
bility of its over-issue. It is a great temptation to govermnent 
especially in emergencies like ^wars to increase their resomrees by 
printing more notes and using them as purchasing power. There are 
many examples of such overiissue in the currency history of the 
world, e.g.,' Germany during and after the last war is an extreme’ 
example. . Excessive note-issue lias taken place in India too during 
the last few years. We shall come to the consequences of inflation, 
which is the technical term used for such oyer-issue, in a later 
chapter. , ' 

19. Bank Money. Bank money consists of the various instru- 
ments of credit. Credit means good opinion' founded on the “ belief 
in a person’s veracity, integrity, ability and virtue.” In economics 
credit means confidence in a person’s ability to pay. 

Credit instruments or bank money takes various forms. Among 
these are : cheques, bills of exchange, banker’s drafts, etc. We shall 
discuss them in detail in a subsequent chapter. Here it may be 
noted that strictly speaking credit instruments are not money since 
they are not universally acceptable. 

20. Money of Account. Before we end this chapter on the 
nature of money a term may be explained — money of account. 
Money of account is the monetary unit in terms of which the ac- 
oounts of a ^ country are kept and transactions made. ' The Rupee, 
for instance, is our money of account. Sterling, Dollar, Franc and 
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Mark are the money ofatcount respectively of Groat Britain, the 

United States, France and Germany. 

All these units arc also the circulating media in the above 
countries respectively. But it need not be so. Money of account 

may bo different from the monov actually circulating m a county. 

For instance, on account of inflation the German Mark got heavily 
depreciated m 1922-24 People lost faith in it, aince no one knew 
what the value of the Mark would be the next day, even the next 
iionr. It was risky to enter into transactions in terms of a currency 
with so uncertain a value. Mark therefore ceased to be the money 
of account People entered into transactions in terms of the 
Amencan Dollar which was the most stable currency at the tim^ 
The payments were made in Marks but the transactions were entered 
into in terms of Dollars. A fixed amount of dollars was to bo made 
good by paying the necessary amount of marks. The Dollar thus 
became the money of account in Germany. 

21- Debasement and Depredation of Money. Many un- 
sorupulouB monnrehs in the past when hard pres.sed for funds had 
recourse to debasement of coinage to tide over their financial troubles. 
Debasement is also dene by some people who are fraudulently inclin* 
ed. The usual methods adopted for the purpose are j— 

(») Clipping — Metal is finely cut off from the edges. But modem 
coins have mill^ edges and clipping is now out of tbo question. 

{♦{) Stcca/tJijr— By using some chemicals the quantity of metal 
in the coin is reduced. 

(ill) AbraHon — The coins are put in a bag and vigorously shaken 
for some time. Some minute particles of the metal are left in the 
bag. 

This is what the old swindler did. His modem counterpart has 
discovered other flourishing trades, viz., printing notes, counterfeiting 
coins, etc. Our rupee specially lends itself to such fraudulent 
practices. Many clever people especially goldsmiths or others well- 
versed in such arts make their own rupees and pass them on. to 
others. All modem governments impose heavy penalties for such 
crimes. Also the coins and notes are so designed as to make 
counterfeiting difiicult if not impossible. 

Any htato debasing its own enrrenoy is sure to lower its own 
prestige and incur national dishonour. But when the. States 
are in a financially tight comer, they now resort to the printing 
press and pnnt notw. All governments do it during war, some 
more, others less. This is known as inflation. The result is currency 
depreciation which means lowering of the value of currency. Money 
buys less for the prices have riaeti. 

i 22. Gresham’s Law. Queen Elizabeth was anxious to reform 
,he English currency debased by her father, Henry VIII. But sbe 
vas puzzled by the fact thht whatever new coins she pht into ciroula- 
uoa they disappeared. Sir Thomas Gresham, her Financial Adviser, 
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was asked to throw light on this and the expjanatioti he offered has 
been dignified into a Ltaw known after his name, 

Gresham’s Law can be briefly put as ‘Bad money drives good 
money out of circulation*. 

How does it operate ? Gresham’s Law operates in three ways : 

(a) Good money is hoarded ; 

(b) Good money is melted ; and 

(c) Good money is exported. 

By good money hero we mean new full valued coins of standard 
weight and fineness rand bad money is that which has been debased 
or is worn out so that it is of less value. For the three purposes men- 
tioned above good money is more suitable. Being hoarded, melted 
or exported abroad, it will disappear from circulation leaving behind 
only bad money in circulation, > 

When does Gresham's Law operate ? This law operates under 
three circumstances : 

(o) When full valued coins and debased, counterfeit or worn out 
coins circulate side by side ; 

(6) When metallic money and depr(jciated paper money Circulate 
side by side ; and 

(c) under Bimetallism, t.e,, when there are two standard 
(principal) coins, i.e., both unlimited legal tender, both subject to 
free coinage and both having motallio value equal to face value. 
The operation of Gresham’s Law under Bimetallism is explained in 
the next chapter, 

rLimitaiion of the Law. It will not operate (a) if there is short- 
age of currency ; and (6) if there is strong public opinion against bad 
money in which case it is bad money which will have to go, 

23. Indian System of Money. The principal coin in India is a 
Rupee which at present is almost made of nickel. Its intrinsic 
worth is not more than two-throe annas. The rupee is the money 
of account and a standard measure of value. Next is the 8-anna 
piece whose metallic make-up is like that of the Rupee. Both are 
unlimited legal tender. Then wo hare small coins — i-anna piece, 
2..anna piece, an anna, half, anna and pice. The pice is used only 
in accouniing and is not found in active circulation. These coins are 
limited legal tender and are legal tender up to one rupee. 

We have no standard coin, i.e., coin whoso 'intrinsio or metallic 
value is equal to its ‘face’ or official value. None of our coins is a 
full valued coin. They are all token coins. Our rupee is unlimited 
legal tender but it is a token coin. Its metallic value is much less 
than its face value. It has been called a ‘note printed on silver’. 
It would be more correct to say now that it is a note printed on 
nickel, ' - 

Besides metallic money, we have paper -currency too. Our 
notes ore of the denominations of Ite. 100, Rs. 10, Es. 6, Rs, 2 and 
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MONETARY SYSTEMS ' 

1. Introduction. To porform’ its functions adequately money 
muBfc bo properly organized. Wo havo scon that one of tho most 
important functions of money is to servo as tho standard measbro 
of value. It is neoessaiy, therefore, that the value of tho monetary 
unit itself should not fluctuate too violently. To aohievo this end 
tbo value of the currency unit is usually fixed in terms of one or two 
metals, usually gold and silver. Sometimes a country fixes tho 
value of its currency -in terms of tho currency of another country 
and artificially maintains it there. Thus result the various monetary 
systems or monetary standards which have been adopted in practice 
from time to time. , We now proceed to discuss them as under : — 

(а) Bimetallism, where two metals are standard metals, usually 
gold and silver. 

(б) Moncmelallism, where either gold or silver is the standard 

metal. When it is silver it is silver standard, and when gold, gold 
standard. Gold standard may take tho forms of full Gold Standard, 
Gold Bullion Standard or Gold Exchange Standard. ^ 

(c) Paper Standard.- 

2. Bimetallism. Umjer^.Bitnetallism both gold and silver aro 

standard metals. A ratio'^sTSixod’Ey"^ law lietweeh their values which 
is jnaintained by...authority. ^ Coins of each of tho metals aro un* 
limited legal tender.' Debts ' can ho paid in either gold or silver at 
the debtor’s option. , 

Sometimes both coins arc unlimitcd-Icgal tender but only in ono 
there is^eo;;^fcqlnage. Tfils"was tho case ih’T'rancb whore tho silver’ 
fraiTo^as not subject to free coinage. Such a standard is called 
^Limpiit ff Sta ndard'. ' ■ r - , ‘ . 

'‘“iBunetallism was adopted by Prance in 1803. Tho ratio between 
gold and silver was fixed at 15J oz. of silver for ono oz. of gold. 
France, was able to maintain this ratio for about fifty years. Due to j 
discoveries of gold in -ISiS-GO tho supply of gold increased and its' 
mariret value relative to silver fell. Franco was then .compelled to 
change' .its original ratio and give silver a higher value in' order to 
save it, from the melting pot under tho operation of Gresham's Law. 
This law may be stated thus : 

"Other things being equal, when in a country two (or more) 
kinds of money circulate at, the same time, bad money drives out 
good money from circulation.” An example will make clear tho 
operation, of this law under bimetallism. Suppose a country main- 
taining a Bimetallic standard fixes the ratio at. 15| oz. of silver 'for 
oho J oz. of gold as France did. If the supply of gold increases to 
such "ah exteixt that in tho market only 15 oz, of silver is . enough 



412 MODERN ECONOMIC THEORY 

‘to bnv an ounce of Rold it will mwn that tbe mtio fixed by the 
povernment is under-valninp etlvcr ivtul over-vaunnK goitl. Ooia 
hero will 1)0 bad money and eilvor pood money, I 
their pavments In .the cheiiper.mct'it pold and Iwaril 
they will take their oTnreo of piVdTothrrmisil, and cscliauqe It lor 
15^'ounoM of eilvcr, sell li» ouucoi of silver for one ounce of gold >n 
the market and thus make a gain of I ounce of rilver on every 
transaction. Gold will bo uswl ns money nnd silver will disappear 
from circulation. Rad money thus drives com! money out of 
drcnlntion. Instead of Bimctnllifim the count ly is left with 
Monometallism. One waj* of mnint.nining Bimet.a11i««i, therefore, is to 
chang;e the mint ratio necording to chaturcs in the market ratio be* 
tween the value of the two motnbi. France did lids by debasing he^ 
silver coins, so that a smaller amount of rilvor wan made cquni to 
the same amount of gold. 

Another method by which the ratio between the two xnetnls 
may be maintained is by a large number of countries adopting the 
Bimctnllio eyetem. Under such conditions if one of the metals say 
gold becomes cheaper its demand from the Bimetallic countrlea 
itlcfeaBCS while ' the demand for silver corrcsp'jndnigly docre.aees. 
This'lends to depress the price of silver and ralre the price of gold 
thus bringing them near the ratio established by the countries on 
Bimetallism, It waa with this end in view that Franct,’, Belgium, 
Italy and Switr.erland founded a monetary union in 18(15. A few 
years later Greece, Sorvi,-!, Rumania and some South American 
States also joined this Union. But this Union was also unable to 
maintain Bimetallism and broke down in 1S74 when the price of 
silver fell in terms of gold. 

During the last quarter of the 19(h century severol attempts 
• were made to establish Bimetallism on an international scale. But 
the plan could not succeed without the co-operation of the 
Unit^ Kingdom, The latter country did not want to change her 
monetary standard. 

Bimetallism was favoured by the United States to safegui^ 
her eilyct interests. India^ closed her mints to the free coinage of 
silver in 1893 tbu-s depressing the price of silver, which was already 
falling since 1874, duo to increase in ita production and its demoneti- 
zation by several countries. In 1897 the Government of India were 
asked whether they, would ro-open the Indian mints to the frod 
coinage of silver if Franco and the United Sutos opened theirs to the 
free coinage of gold as well as silver. The Government of India did 
not favour this suggestion. Thus the mints of France and thoU.S.A: 
remained closed to the free coinage of silver. 

Another motive for establishing international Bimetallism was 
to increase the supply of money in the face of increasing production 
in the world. When two metals are legal tender naturally more 
money is availsblo.for carrying on transactions. The development 
of banking and the use of paper money and" credit instruments 
Bupph'ed this need and ultimately the idea of an international 
Bimetallism was given up. ' ' '• 
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3. Merits M^^emerlts of Bimetallism. The foUowing mento 
are claimed for Bimetallism : — 


Merits tmd^e 


1. Ample supply of media of exchange is assured. There being 
two metals of which money can be minted there will bo few occasions 
of scarcity. • . . , - 


2.; , The banks will find it ea^ to keep the necessary cash 
' reserves' againfet liabilities; Both silver and gold coins being un- 
limited legal tender, they can keep reserve in any or both. 

■ 3. The government has also some fiscal advantages. ’ It can 
meet its requirements of cash more easily than would be the case 
under monometallism. 

% Bimetallism is supposed to facilitate international trade as 
par of exchange can be established with all countries whether oh 
gold or sfiver. The silver currency can be matched - with silver and 
gold .with gold. - , . ' ■ ' 

■ Bimetallism has Leon advocated- in preference to .universal 
gold .standard on the ground that the stock of , gold in the world 
will hot be ertpugh to coj)e with the • demand for gold for monetary 
purposes. ,V . 

' 6 Arguments in- favour of BiinetaUiam acquired greater force 
in the last quarter of the 19fch century when the price of silver 
registered a phenomenal fall. It was thought that, .the adoption of 

■ Bimetallisni bv all countries would arrest this fall. It was feared 
that unless this was done, the purchasing power of the silver-using 
’ countries would be seriouriy curtailed and this was bound to have 

• adverse repercussions in those countries which relied on markets in 

■ the silver-using , countries. 

• . , It was claimed that the bimetallic standard would bo more 

stable. It was expected that fall in the price of one metal may be 
counteracted by the rise in that of the other. 

X Case against Bimetallism. Formidable as the above arguments 
.may 'look, all-efforts tb bolster up bimetallic sbandard failed. All 
.were- convinced that unless adopted internatiqhally it had n6 dhahe'e 
fof functioning successfully and of this there was little prospect, 
England showed no inclination towards Adopting it and ' set 
the fashion for other advanced countries, " , • . ' ' 

VAdopted by a sihgle country, bimetallism was sure to degenerate . 
iato alternative standard (either gold or silver) through the operation 
of Gresham’s Law. , ' , , 

- • > The world has now discovered a much cheaper medium ,oE 
exchange, tVe., paper, and bimetallism is unnecessary to ensure ample 
supply of oufrenevl The paper 'curronoy is as good a reserve for 
the banka,' The issue of paper money also, enables the governments 
to' tide over thfeir dnancial difficulties during a period of.stress and 
strain; ' • • • _ 

The technique of foreign 'exchanges has been so perfected that 
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international trade can be jiroinoted ticn 'Without luvinj! n l>i- 
metallic standard. 

Paper being now the real nitdi'im of t\cbangc ail nriroruent^ in 
favour of bimetalliam intendcfl to rartt tlic shortage of snpjily of 
precious metals have lost their force. 

As for stability, gold or iiilver monometallism bar mnnifcBted 
much greater i tabilitj as it has been remarl.ed that one sober peraon 
V ill be able t-o walk much more steidily than two tifiay leJlowa 
wi?h their arms uitcrlockcd. 


Divergences, almost dail}-, between the mint ratio and tlio 
market ratio aro sure to can-;'' confus'on in trade, en"ender 
speculation and create complications in the working of the niorittarj' 
system. ^ 


Can the official tnin! ratio bclufut gold a-.M xilvrr und-r iimetoJ- 
luinbiiaainiaincri The advocates of the gold standnni eiv vea! 
They point to what has beta called the rcnnpcr./ialory oe/iaa of'the 
bmiLtallio bliindird. It la -aid that any diecrgenco between the 
mint and tho market ratio will let loose forces which « ill remove 
this dncrgtnce. The foUowiug c.\atnp1e will make thin clear. 

buppose the mint ratio between cold and silver is Ida Thu 
means that one gold com is equal to 15 silver corns, Novv 8uono»e < 
that in the market the relative prices of the two metals have so 
changed that rations 1:16 Now it will bo to the advantaco of a 
person to go to the market and exchange one gold coin for 16 edver 
coin, put Is. in his pocket and exchange 15 silver coins for 
gold com; and repeat the procr--;. If many people do libn thu 
they should do. demand f b.iver in tbo 'maS will^' 
and Its puce must rw Tins proces-, will co on fdl l 

"if" '=nfficient to restore the old ratio :J5 XclfwM 

win be stimulated and the previous ratio willbe restor^''" ooncr®”w 


The compensatory’ action looks perfect in tbeorv tint n 
be a perpetual sea-saw. The niarke-t rat« must vaVv f om f 
day so that either gold coins are driven out of ciroukuon ofih® 
silver coins are driven out. It does not speak w-cll of 
of a monetary standard. It is nn d ®^oiIity 

advocates of bimetallism now It is not at ill 
matters the world has now moved far ahead. ^ 

4- Silver Standard. Under a silver niorirtawi ^ 
monetaiy unit IS fixed and 

niuallydone by the free comarro of „ i° of This is 

. weight and fineness. India for TnsLanrf ^ B*'"*^’* 

I from 18.1 j to 1893 Tho’tuped wL frek^v ‘^^or.Bt«ndard 

] fix&IaTlSO grains 11/12 fine ’"oight was 

g coined from fcho mint into rupees and silver could got it 

?. could bo melted in order to obtain sUvt KsSy! 
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Thifl system made the expansioa and oontraotion oj^ currency 
automaticd}flI!l^SBlejSt55P~'‘When^ "thS'goId" pnde ,pf silver began to 
falLserjpusly after 1874.1^ TKis^'f^ was'^due partly to the _ greater 
fopply^arS^co'htractfon in the demand for silver, and partly to the 
greater demand_|pr,^oId,by yariou§"Eiirdpean countries for currency 
nurcHSS'eirunaccoinpanied by increase in the supply of the yellow 

The consequence8,of the fall in the value of silver were serious 
for India. It paid people to purchase silver cheaper and get' it 
coined into rupees from the mint. This led to a genera! rise in prices 
due to the increase in the amount of money in circulation. Our 
import trade suffered, because more silver rupees were required to 
pay for imports of a given value in sterling which along with gold 
(since England was cn Gold Standard) appreciated, in terms of 
rupees. The burden of India’s sterling obligations (Home Charges 
as they are called) also increased for the same reason. Difficulties 
thus arose in balancing the Indian Budget. Ultimately at the ■ 
recommendation of a committee (Herschall Committee) of experts 
the Indian mints ^ were ,r,closecl..to-.the !ufree . coinage of silver. Thus 
ended th^s^,er, standard, in. Jndia*. ' 


The general principles of the working of the silver standard are 
the same as those of the gold standard discussed below. Gold 
standard, however, is preferable to silver standard because the 
yellow metal is far less subject to fluctuations in its value than 
silver. 


5. Full Gold Standard. A country is on a full gold standard 
when gol^e 53 ;e$uaot,only;.asja,Bta^ 8 rd of value but also .circulates 
as — Before 1914 Britain bad tbisTklm^^of '^Td’ standard and so 

haTthdU.'S, A., France, Germany and other European countries. 

We may illustrate its working from the example ofpre-1914 
Britain. Gold circulated in the form of sovereigns of a givea 

weight ( llS^grs.) of pure gold, pins a little alloy. The actual 

weight of the Sovereign was 123*27447 grains fine. In other words 

one ounce of gold 11/12 fine could be coined into £3 17«. 10|c5, in 
English money. Actually the Bank only gave £3 17s. for every 
ounce of such gold. To purchase an ounce of standard gold from 
the Bank one had to pay £3 17s. 10§d. per oz. Under this system, 
therefore, the purchasing power of a British sovereign could not rise 
appreciably above or fall appreciably below- 123*27447 grains of gold 

11/12 fine or 113^ grains of pure gold. 

, The system could not be maintained during the World War of 
19i4*1918 and had to be given up. In April, 1925, Great Britain 
adopted Gold Stindard but of a different variety, i.c., Gold Bullion 
tan dard. 
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6. Gold Bullion Standard. Under Uns system Jhe„yalue_.ot 
tho currency is n-Ked in torms of gold" By . 

co'nverti^ennto gold aad 'DiM'cersn. "But gold not circnkto as 
corns. ™ .. 

' In the United Kingdom under the Gold Bullion Standard the 
Bank of England was willing to buy any amount of gold at £3 17s. 
gd. per ounce 11/12 fine and to sell it in minimum amounts of 400- , 
ounces, at £3 17s. lOld. This was the same ra.te as before 1914.. 
Gold was aliowe^frcc lv to moycJnt.Q or outside, .the country. No 
goir^^ns circulated. Tho idea was to make gold availahje only for 
foreign. payments. ■ • 

The Gold Bullion Standard J.‘as adopted in India in 19.i7' on the 
recommendation of the Hilton Young Commission. The currency 
authority was placed under an obligation to buy or sell gold at rates 
announced beforehand but the minimuta quantity fixed was 400 oz.' 
of gold. The commission claimed that it had all the advantages of 
a full ggldfstandard minus its disadvantages : — 


It is economical as no gold coins have to be minted and 


put 


intB circulation. In their., dadj* dealings.. the .pnblic_use_^a cheap’ 
medium of o-vchange either paper.money.-or .rupees;'’: 

• *7 ‘4 ^ ' ' 

U' makes for national prestige because gold is made freely ■ 
available both tor use inside the country and for exporting it abroad 
and not merely for e.vchango purposes as tinder the Gold Exchange 
Stands^. 

0 paper currency under gold bullion standard Jias a more 
tangible and solid backing. It is convertible into gold. But under 
the Gold Exchange tjtandard one token (note) is convertible into 
anothef token (rupee). 

(it’) It is also claimed that automatic mechanism for expansion 
and contraction of currency is maintained, for tho currenos' will be 
expanded when gold is sold to the currency authority and it will be 
contracted when gold is purchased by the public. 

/ 

But these merits of the gold bullion standard are more or less 
theoretical, at any rate, they turned out to be so in the case of I ndiu ' 
For the average man the convertibility of notes into gold was a faroB- 
for who could bring sufficient paper monev to purchase 400 oz of- 
|old (400 oz.=1065 tolas) ? U the price of gold is Rs. 100 per tola 
which 13 the approximate price these days, it wiU mean that to teat 
ifcbe convertibility of notes into gold one must bring enrrenev notes 
y/OTth about nipees one lakh. For the ordinary man. therefore ' 
aio|es are practically inconvertible. In a country like India if the 
botes are made convertible into gold under the above conditions 
ghd .not into rup^s, public confidence in the paper currency will be 
fe|dely shaken. Under Gold Bullion Standard automatic expansion 

and contraotion of currency was not brought about. 

in 1931, England went off the Gold standard and so did India> 


, i 
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The Gold Bullion Standard made an exit, ‘unwept, unhououred and 
unsung.’ 

Some economists think that since there is no shortage of gold in 
the world now, the full gold standard should be preferred, because 
it is more ‘automatic in its working. In a later chapter we shall 
study the working, failures and prospects of gold standard in greater 
details. 


7. Gold Exchange Standard. This system was adopted by 
various countries like India, Denmark and Australia. India was 
on this system when the v.ar of 10l4-l.>i broke out. Under it the 
internal currency con sisted of silver rupees which wore token coins 
and-pap§f1ab%^*bntr"f5r*'*!o^gn'’'payrnents British’’ currency* (con- 
vertibleTnl'o’^SldilTrDsnd6ti)-was-'Saiahy'th6'Government in return 
for rupiesWarG3^’i’ii?tW Tn IjohdoiUflio Secretary 'of State sold 
rupees (called' Got i^il”Bilfs since they were sold by the authority of 


the Secretary of State in Council) to those who wanted to make pay- 
ments in India. When Government of India sold drafts on the 


Secretary of State, they wore called Reversv Gouncils. The rates*^ 
for buying and selling of rupees were fixed in such a way as to keep 
the sterling-rupee ratio at Is. 4(?. or near about. 


The Gold Exchange Standard necessitates the keeping of two 
reserves, one in the country which has adopted it, m the form of home 
currency and the other at a foreign centre. The successful function- 
ing of the system depends on the adequacy of these funds. The 
Government of India maintained a reserve for the pjurposo called the 
Gold' Standard Reserve. The country adopting Gold Exchange 
Standard may be called the satellite country and the other country 
with whose currency the inferior currency is linked may he called 
the ‘planet’ country. 


The system broke down during the war of 1914-18 duo to great 
demand for rupees accompanied by an excessive rise in the price of 
silver. High price of silver made the rupee a full-bodied coin (in- 
stead of being a token coin as it was) leading to its melting and hoar- 
ding. fiforc rupees were required to make payment for the exce.ss 
of Indian exports over imports resulting form the war. The govern- 
ment was unable to supply rupees at the old fixed rate. First the 
rate was raised but later the attempt to maintain the rupee in terms 
of the sterling was given up. After the war (during 1920) the gold 
exchange standard was again tried at 2s. (gold) per rupee, but had 
to be given up. This.time for opposite reasons, r(s., av fall in the 
price of silver accompanied by a great demand for sterling due to 
excess of imports over exports and the necessity of making payments 
abroad. The government was unable to sell sterling (buy rupees) at 
2s. gold or even at 9s. sterling {sterling ^as not on gold at 'that time 
and had depreciated in terras of that metal). 

Among the advantages claimed for the cold exchange si-andard 
was that it gave all the advantage^ of the full gold standard \nth- 


I. Before tho war at ISlt tUe ssllmg and buying ratoa of tho lupee wore 
le. 4| &. and Is. d reapectively, ibo former in London [Codnctl Oilts] and 
;tho latter in India [Roverpo Councils] ■ \ 
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out involving the use of gold Moieover linking the rupee with 
the sterling was said to be of benefit to India, because of her consi* 
derable trade relations with Great Britain and the financial status ot 
London in the international field. International payments when 
made through sterling were considerably facilitated. While the ster- 
ling hnk gave the rupee a high status. 

Defects of the Gold Exchatige Standard. The Gold Exchange’ 
Standard was criticised by the Hilton Young Commission in scathing' 
terms The following points may be mentioned m this connection': 

(t) It IS too abstract, far from simple and ‘unintelligible to the 
uninstructed public ’ Not even educated Indians could easily 
understand its working. Such a system cannot inspire popular con- t 
fidence or enthusiasm. It made the ^currency authority a suspect 
m the eyes of the pubho. ^ ' 

(li) As the system opeiated m India, there was unnecessary 
duplication of the reserves. There wore thiee reserves in India — 
Gold Standard Reserve, Paper Currency Reserve and the Government 
of India’s balances. These reserves had their counterparts in,* 
England , 

{in) The system was not automatic. In its operation it depend-' 
ed too much on the will of the currency authority, 

(tw) It lacks elasticity. Expansion of currency did take place-t- 
in India when rupees were issued to meet Council Bills but onc& ^ 
issued the rupees remained m circulation. There were no means by ' 
which contraction of currency could be effected t , -• 

(v) A very serious defect ic that the currency policy of one-'., 
country becomes subservient to that of another countrj*. The ' 
T I, ’’an rupee was subject to all misfortunes to which English*^-, 
currency may have been subjected to. ^ 

(at) The Hilton Young Commission was of the opinion that the„ 
Gold Exchange Standard had great inherent defects and it was not/ 
possible to correct them. They came to the conclusion that it could 
not bo mended, it must be ended. Accordingly they recommended 
its replacement by Gold Bullion Standard. 

All the three system'' described above are, broadly speaking, 
forms of gold standard. Let us now proceed to examine the advant- 
ages and defects of a system of currency in which gold is the 
ultimate standard of value. 

/ 1 Gol^j Standard. Several advantages are 

claimed for gold standard, especially when it is .adopted simultane- 
ouslv by a number of countries, i.e., international gold standards. 
According to theory gold standard possesses the following ad- ‘ 
vantages : 

(1) It is an objective system and is not subject to the changing 
policies of tbs Government or the currency authority. 
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(2) It onaliles the country to maintain the purchasing power of 
its currency over long periods. This is so because the currency and 
credit structure is ultimately based on the gold in possession of the 
currency authority.^ • 

* (3) Another important advantage claimed for gold standard is 

that it preserves and maintains the external value of the currency 
(rate of exchange) within narrow limits.® As a matter of fact within 
the gold standard system, it provides fixed exchanges which is a 
great boon to the traders and investors. International division of 
labour is greatly facilitated* 

It in fact gives all the advantages of a common international 
currency. ' It establishes an international measure of value. As 
Marshall pointed out before the Eowler Committee (report on 
Indian Currency in 1898) the change to a gold basis is like a move- 
ment towards bringing the railway gauge on the side branches of the 
world’s jail way into unison with the main lines.® , This greatly faci- 
litates foreign trade, because fluctuations in’ rates of exchange 
hamper international trade. 

. '>^5) It is further claimed that gold standard helps to adjust the 
balance of-payments between countries automatically. How this 
happens may be iUusirated by a simple example. Suppose England 
and America are both on gold standard and only trade with each 
other and that a balance of payments is due from England to America. 
Gold will be exported from England to America. The British 
central.bank will lose gold. This will contract currency in England 
ard bring about a fall in the British price level. Price level in 
America -will rise due to larger gold reserves and expansion of 
currency and credit. England will become a good market to buy 
from and bad market to sell in. 'Conversely America will become a 
good* market to sell in and a bad market to buy from, British ex- 
ports will be encouraged and imports discouraged. American exports 
will 'be discouraged and imports encouraged. The balance of 
payments will tend to move in favour of Britain until the equili- 
brium is reached. It is in this way that movements of gold by 
affeoiing prices and trade keep equilibrium among gold standard 
countries, i More of this later. 

-w/ • (6) 'It inspires confidence and contributes to national prestige, 
for “ so long as nine people out of ten in every country think the 
gold standard the best, it is the best. 

9. -Disadvantagea of the Gold Standard. Gold standard is not 
free from disadvantages : 

(i) It is costly and the cost is unnecessary. We only want / 
medium of exchange, why should it be made of gold ? It is a lux’-' 

‘ The jellow metal could tickle the fancy of savages 6nly.’ / 

(ti) Even the value of gold has not been found to be abs'^ 
stable over long periods. ■ ' ' 

t. Hob chapter on Central Hanhs. Sec. 0. 

2, See chapter on Foreign Exchanges, 

3. Report Fowler Oemruittee, para 34, 
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Thirdly, most important of *all, the government and central 
banks should not off-fe| the effects of gold movements. A country 
losing gold must allow its price level to fall and the one that gains 
gold must allow the price level to rise. When gold comes in currency 
should be expanded and when it'goes out the currency should cor- 
respondingly contract. 

Since World War I these conditions have not been satisfied 
and the countries concerned have not obeyed the rules of the gold 
standard. 

V 12. Why Gold Standard Broke Down ? The gold standard 
broke down in country after country soon after its rehabilitation 
during the post 1914-18 war decade. There were several reasons for 
this development. 

First, due to general political unsettlement a habit arose on 
the part of certain Continental countries to keep their funds for short 
periods in foreign central banks especially in Great Britain. These 
funds were liable to be withdrawn at the earliest danger signal. 
Withdrawal of such funds from Britain on the part of France led to 
gold standard being suspended in 1931 in the former country. They 
Banlv of England could not afford to Jose its gold resources in large 
quantities at such a short notice'. 

Secondly, international obligations in the form of Reparations 
and War Debts arose out of the last World War. Since the creditor 
countries refused to accept payments in the form of goods and also 
refused to continue lending to the debtors the debts had to be 
cleared through gold movements. This led to concentration of 3/4 
of the world’s gold in the U. S. A, and France, the two chief creditor 
countries. The gold left with the other countries was not enough to 
enable them to maintain gold standard successfully. 

Thirdly, the gold-receiving countries did not “plav the game 
of the gold standard.” They (especially the U. S. A.) did not allow 
this gold to have any effect on their price levels. The gold was 
“sterilised” or tna<le ineffective. Had prices risen in these 
countries imports would have been encouraged and exports discourag- 
ed and an unfavourable balance of trade would have led to the 
movements of gold in the reverse direction. vSince this was not 
allowed to happen the gold standard failed to work automatically. 

Fourthly, Gold Standard failed also because the economic 
structure of the various countries concerned had become less and less 
clastic after the World War of 1914-18. This was due to several 
causes. The enormous growth in the indebtedness of the Govern- 
ments and Local Authorities resulted in a mass of interest payments 
fixed by contract over a long period of years. The huge expenditure 
in the fc'**"'- of payments to the social services could not be eas'* 
reduced. ‘Ihe trade unions were now able to offer a much stro'^ 
resfetaneo to W'lge cats than before 1914. The prices ’'of r^’-'^ 
terials and finished goods were becoming more and more^*^ 
partial monopolies, cartel agreements, etc. The result was''^ 
no longer moved in the directions warranted by gold mo 
equilibrium failed to he restored as of old. , ' 
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Eiftbly, another wcakur^s that was rliscoveiccl in the gold 
standard in practice was that it nae always liable to collapse in a 
crisis . It has often been called a fair weather standard only. An- 
other objection that was frequently urged against the system was 
that gold movements caused inconvenient changes in interest rates. 
Deflation for instance may be made necessary in a time of crisis to 
prevent a suspension of the standard. But deflation which involves 
falling wages and prices may prove a cause of serious trouble. Wage 
cuts are resisted by trade unions, and falling prices increase the 
burden of Government and other people who have fixed payments to 
make Moreover, falling prices discourage enterprise and create 
unemployment. 


Thus it was that country after country abandoned this system 
of currency. . ^ 

13. The Future of Gold Standard. It is unlikely that after 
the e^eriences /if the inter- war period gold standard will be esta- 
blished m the conventional sense by any country of the world, 
bold standard worked more or less automatically under the pre.1914 
conditions of trade and finance. The experience of the inter- war 
penod showed that the gold standard required quite a fair degree 
and stiU greater degree of co-operation for its 
Xved game of the system must be 

the economic system stood 
m the way of proper adjustments of price levels and costs nece^ary 
for Its successful working. Moreover, gold had got r^ldhtributS 
among the vanons countries, America possessinf S 

& T ur u be redistribuS withSt 

unrearicted movements of goods All these 

co.oSrS'va-°Sr of a high degree. If such 

-OC..U r„“£ VK.)'”’’" “ 

So«lh countrieMlke America and 

lated gold, could not ounnrrrf n™T stock of accumu- 

Moreover, from the iong^periorpS’ o^ 

without solid foundations^f gold L n^t Lpirl 

Brettonwo^ Scheme^of the'^°StJ°™K° ^"i “ known as the 

scheme aims at aThk^ne all Monetary Fund. This 

without its disadvanta.^es by standard 

stillplayarolebutnot^nph, a co-operation. Gold wifi 

goldL^ndar^' We ehall f ^ 

Foreign Exchanges. “ -oheme m our chapter on 

‘Buies of the^Gofd^” m^d’ ^ referred in the 
uiu ouiuoara to the inflow and outflow of gold. Let 
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us 'understand why. gold movements take place. Bonham has men- 
tioned the following causes of gold flows^: — 

1. Monetary Policy. If a country inflates its ourrouoy, and 
• the others do not, its prices relative to world prices will rise. This 

will check exports and increase imports and under a free gold stand- 
ard, gold will flow out. 

2. Capital Movements. If a country is lending money abroad, its 
balance of payments becomes adverse and gold must move out.- But 
when this happens and the rules of the gold standard are observed, 
there will be a corresponding contraction of currency (or in technical 
te^ms its money income will bo reduced). Brices will correspondingly 
fall and check imports and stimulate exports. Gold will then tend 
to return. The country that reoQivo.s gold will find its money in- 
comes increased (i.c,, the currency will expand) and prices will rise. 
Imports will increase and exports decrease so that it will develop 
an unfavourable balance to that extent. Then gold will flow out. 

3. Reciprocal Supply and Demand of Goods and Services. A 
country which develops a suri)lu3 of exports of goods and services 
will tend to acquire gold ai\d vice versa. 

4. Changes in Population. If population increases duo to in- 

creased immigration, demand for money will increase; its value will 
rise, i.e„ prices will fall; exports will increase and imports will bo 
..checked and gold will tend to liow in. The decrease in population 
will have tho*opposite effect, ^ 

5. Changes in Capital. Increased savings in a country will 
lead to large accumulation of capital. This will give a fillip to 
production, output will increase, prices will fall,. exports will increase 
and imports decrease and gold will flow in. 

6. Changes in Technignv. A marked technical progress taking 
place in a countiy will cheapen its prodxiotion. Imports will he 
checked, exports will increase and gold will flow in. 

7. Changes in Demand. If on account of any reason the de- 
mand in foreign countries for the goods of a country decreases then 
exports will fall off. Other things remaining the same, gold will 
flow. out. 

“It should bo remembered that it is always changes relatively 
to other countries, and not absolute changes, which are important 
in this context.” (Benham) 

IS. Paper Standard or Managed Paper Currency or Currency 
Exchange Standard. Under this system paper money is the stand- 
ari money. The currency authority of the country does not accept 
the responsibility to convert the paper money into gold. After the 
World Economic Depression (starting from 1929) many countries 
including Great Britain and India were compelled to give up the 


1. Benham — Economics, 1040, pp, foO— -460. 
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Gold standard for reasons to be considered in P'Subsetiuent chapter. 
They were thus ltd to adopt what may be called the Piper Standard. 

As far as India is concerned the system is calleJ the Sterling 
Exchange Standard. But since sterling is not on gold thu system is 
also a varietv of the Paper Standard. ^ soon as sterling is pnt on 
a gold basis the Sterling Exchange Standard becomes Gold Exchange 
Standard. 


The currency authority in India now is the Reserve Bank of 
India. This Bank maintains the value of the rupee in terms ot 
sterling at the ratio Is. Gd. by buying and seUing sterling at Is. 6^Ud. 
and Is. 0-49/64 per rupee respectively in amount not less than 
£10,000. The internal currency consists as before of rupee (token) 
coins and rupee notes of various denominations. 


This is a currency e.vchange standard since the standard is the 
currency of a country not on gold. If the country concernei was 
Prau le it would have hecn ca'jed the Prance Exchange Standard and 
if the U. S A., Dollar Exchange Standard. 


Great Britain is also on paper standard these days, though the 
British pound sterling, as a matter of poUcy, has been kept at a fixed 
value in terms of dollars. 


Even though Great Britain has abandoned Gold Standard since 
September, 1931, and sterling is no longer legally convertible into 
gold, the currency of the country is still regulated with reference' to 
gold reserves in accordaifce with the Bank Charter Act of IS as 
amended later. 


To avoid fluctuations in the external value of the sterling an 
Exchange Equiiizatiun Account has been constituted. This Account 
is under the control ol the B ntish Treasury', but is in effect a depart- 
ment of the Bank of England. When foreign funds flow into Great 
Britain (usually for short periods) demand for sterling arises and 
sterling would ncrmally appreciate in terms of foreign money. Snob 
funds are acquired by the Exchange Equilization Fund and thns ab- 
normal appreciation of sterling is prevented. Conversely when 
fnnds move out of England demand for foreign currency would 
normally depreciate sterling in terms of that currency. The Exchange 
Equflization Account releases gold for such’ payments and thus saves 
sterling from abnormal depreciation. 


Currency System. The question arises: 
Winch IS the best currency system out of those discussed above. The 
answer js not a simple one. Different systems have worked more or 
ess. efficiently under different circumstances. A better way of 
askmg the same question would be : What is the test of a good cur- 
renoy system ? ^ 


Roughly speaking a currency system must 
conditions : — 


fulfil the following 


Wltnmst maintain a reasonable stabiUty of prices in the conn- 
try. ihis means its mtemal value or purchasing power in terms of goodt 


• ' cuAPrER xxxni 

THE VALUE OF MONEY 


1. Introduction. In tlio jirevioup chnptoi wo noUtl thnt the 
befit money fiystcm ih one v.hioh iiroserv’cs tlio stability of the internal 
and external value of money. The quefitioii nrisefi : What do yott 
mean by term ‘value of money.’ 

The t-erm valuo of money has been vnriotidy used. 'J'lm8,it may . 
mean ; 


(i) It-s oomiimtid over a definite wei«hl and finonos.) of gold or 
wilvor ns is the case under gold and silver si indard reiipcclively. 

(i») The units of foreign ourroncy that it will jmrehafie." For 
instance, at present the rupee lias valuo'iii term of sterling of I 5 . (k/. 
This is called the exo.bango rate or exchange ratio. 


(iii) Its command over goods and services within a country. 
This is usually called the (internal) purchasing power of monev. 

When wo use the terin “the value of monev’' without quali- 
fication wc mean it in the third sense above. 

It should bo noted that tho value of monc'v^ or if.s imrchasini: 
power, has a defmitc though inverse relation with the cenerol loVel 
of prices in a country. Wlion gonernl prices rise the v.aluo of money 
falls ; conversely when gonernl prices fall the value of money rises 
In this connection the terms appreciation and depreciation are al«o 
used. U hen prices rise there is a depreciation of money, when they 
fall there IS appreciation. •’ “ ‘uv.> 

In thm ciinpUr we shall disouiis Mm causes of variations in the 
value of money, i.c., its purchasing power over goods and ecrvdcc.s In 

Mmc.'Tm?ng"hcfi^^^ : to 

(») The Quantity Tlicory of Jlonoy. 

(ii) Tho Cost of Production Theory of money. 

(Hi) Tho Marginal Utility Theory of Money. 

(vi) The State Theory of Money 

After discussing these theories wc 'shall give the correct view at the 


form ncoorfln^te thi?Qul^tity Thlorl°of’ Mo f '“1 
varies inversely as itsquantlL. 

and other things boinu eaual ^nrino , -iii ‘I'*'''®ti_ty of money, 
and tho value of money ono half Halvo tiigh as before, 

other things being equal. 

before and the value of mon5’°Subk.»° tl‘ev wore 


Tauesig : Prinoiplos of Economics, Vol. T. 
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Thus 

MV+M'V' 

P--' ,j, 

Profes''or I’ishcr contf'iKR Ihfttin the f>bort iifriofi T, V, V' 
ronstaTvt. Tho proportion of M' to M ftEo romaiiiK coiHtanl. 1 hero* 

fore P varies directly with M. In other wonR--- (valiif of money) 

varies inversely with M or quantity of monr y in eirrulation. 

Why do “other things” (T, V, \" and prrjportion of }>V to lil) re- 
main constant 1 Profc'ssor l'j«her holds that ; 

Tinnsaetions or amount of work to he done hy money remains 

couslunt in the 'dioit period, hecau'e population does not change. 

production per head of jiopiilntion does not ehnnee, porcentage of 
consumption by producers does not clianep. percentage of exchange 
hy barter does not clniipe and tiie rapiiiity of circulation of goods 
does not change. Jlctliods of production and liahits of the people 
in this connection are practically fixed. Thn« the demand for money 
remains constant. 


As regards the supply side rapidity of eirnilation of money' nnd 
credit depends upon custom and business habits of tho people. The 
proportion of to M depends njion the poliev of the banks. All 
these do not change npprecmhly in the abort period. Hence tho 
value of money varies inversely with its quantity. 

' 4. Criticism of the Quontity Theory. The Quantity Theory 

has been widely criticised. With the qualification *' other things 
remaining the annic ’’ it is n u'clcss truism, Tho re.al trouble is that 
\ ^ other things never remain the same, Tlicy change not.only’ in tho 
\ long period hut also in a comparatively short period. Population, 
amount of business transacted per head of tho population, velocity 
of circulation, policy ns regards the proportion of credit to cash all 
are subject to change, and changes in them are constantly occurring. 
Moreover, those factors arc not independent variables ns Fisher 
assumes. For instance, a change in M in itself may cause a change 
in V, and thus a change in P more in proportion to a change in jM. 
After the last Great War the German mark was depreciating fast. 

I People lost' confidence in it, so that no one was willing to hold it. 
The moment people received any money, they at once turned it into 
goods. Tho rapidity of oiroulntion of money (V) inarea°ed progres- 
, sivoly and out of all proportion to tho increase in the note issue (M). 

j Similarly a change in M may cause and docs cause frequently change 

in T, and a ohaugo in P mav lead to ohange in M. An increase in 
1 the supply of money may raise prices, inoreaso proSts and stimulate 

, production beyond the profitable level thus again depressing prioes. 

Moreover higher price level may necessitate tho issue of more money 
; to cany on transactions. Thus hich price level may be tho cause 
rather than the effect of the inorease in tho quantity of money. 
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The most important exposition of this view of money, however, 
is by the German Economist G.F. Knapp (1842-I92t)). He has 'ex- 
pounded it in his well known book “State Theory of Money”. 
According to Knapp money derives its substance from the authority 
of the state. Law proceeds from the State; money is accordingly 
a State institution.” Its validity is independent of , the contents 
of the pieces circulating as coins. 

Several objections can be advanced against this theory. First, 
money can come into existence without its creation by the State. 
Secondl,'^ notes and deposits of private banks are independent of 
State control. Thirdly, the value of money largely depends upon its 
quantity. The State can control the value of money only by 
controlling its quantity. The State cannot maintain any value of 
mon^y^it likes as is shown by the history of inflation in various conn- 
tr/e^,during two great wars and other periods. 

xhe principle of regulation of money by authority, however, 
has been accepted in recent years especially after the Depression of 
the ’thirties. But this far from justifies the position taken by the 
State theorists. 

8. Supply and Demand Theory of Money. We know that 
the value of money depends on the price level. It varies in- 
versety as the general level of prices, i.e.,, if the prices rise its 
value falls and vice, versa. But the price level depends on the one 
hand on demand for money {i.e. volume of goods being sold) and 
the supply of money, (i.e., quantity). The correct view of the value 
of money explains it in terms of 'its supply and demand. It 
states that ‘at any moment, the value of money like the value of 
other commodites is deter nined by the relation between the 
demand for money and its supply’. The Quantity Theory also 
speaks of the supply of and demand for money, but fails to 
present adequately the forces acting behind supply and demand. 
It takes many of the factors of the situation as constant and 
lays stress primarily on the quantity of money in circulation. 
Moreover, the concept of demand for money in the equation is too 
vague. Let us take the supply and demand separately and study 

the various forces behind them. 

_ * * 

9. The Supply of Money. In a-modern community the supply 

of money may consist of (a) metallic bullion, i.e., gold or silver ; 
(6) legal tender cmrency issued by the government or under 
government regulation ; (c) various instruments of credit, e.a., 
cheques, drafts, bills of exchange, etc. ’ 

Each of these sources of supply depend upon various conditions 
(u) Metallic Bullion. The amount of bullion available for currency 
purposes can increase on account of (i) improvement in mining 
methods ; («) discovery of new mininig deposits ; or (Hi) more gold 
coming from other non-monetary uses ° 

(6) The amount of legal tender currency and other subsidiary 
coins will depend upon (0 the nature of government regulations as 
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the house is the demand for occupation.”^' 

The demand for money is thus the demand to hold money rather 
than consume it. Money may be held by private individuals, busi- 
ness organizations, or public institutions of various kinds. Why do 
people want to hold noney 1 The reasons are various. 'Ordinary 
oonsumeta hold money in order to meet their day-to-day requirements 
lor purchasing consumer’s goods. Entrepreneurs, may hold it for 
their current expenditure on wages and other sundry expemes. 
Public bodies also hold money for a similar reason. Sometimes 
money is held due to the lack of a more profitable alternative. The 
other alternatives to holding money are to spend it on consumer’s 
goods or to,, invest it.' Investment ' may be in goods, securities or 
mere . balances in the hanks. People do not and cannot spend all 
their incomes as soon as they arrive. The expenditure has to be 
spaced according to requirements. As regards investment it is not 
always an attractive alternative especially during short periods. It 
may be troublesome or risky. Stocks of goods require looking after 
and can deteriorate or depreciate in value. Securities also may fall 
in value. The bank interest on savings may not be high enough to 
attract funds.' Similarly profits may be either low or may be ex- 
pected to fall. Under such conditions more money will be held than 
invested. Thus people tend to hold more money during a depression 
than during a period of b'risk trade. The demand for money during 
a depression is therefore high and consequently its.value is high. In 
other words general prices during a depression are low. On the 
other hand when higher profits are expected, investments increase 
and the demand for money falls (i.'c., less money is held by the 
people) the value of -money falls or the general level of price rises. 
This tendency of the people to hold money has . been called by Lord 
Keynes ‘‘liquiditj'- ' preference.” Thus there can be increase or de- 
crease in "liquidity preference, ” meaning thereby that people prefer 
to hold more or less of their incomes in the form of ready purchasing 
power. . I 

The demand for money in this sense depends upon various cir- 
cumstances.' An increase in population will necessitate larger 
amounts of money to be hold. . Any methods by which 'currency can 
be economised (e.g., barter, amalgamation . of business, etc.) will re. 
duce the deinand for money. ' Mote equal distribution of wealth will 
tend to increase '-the demand for money, because poorer sections of 
the community will be able'to hold more money than' before; More- 
over, • psychological causes - also may affect the demand for money. 
As we' have already said expectation of fall iii prices (rise in the value 
of ; money) will cause people to hold money rather than spend it. 
Conversely, if prices are expected to rise people will tend to hold less 
■ money, i.e., either it will be spent or invested. - , r , 

The idea 'of "velocity of circulation” in the Quantity Theory 
was criticised by Professor Cannau' and others. The concept is 

1. , Quoted by. Steveusou and’ Branton ; 'Economics of Banking';.', Trade 
and Finnnoe, p. 16. ' 
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va<nic. Expressed m terms of demand for money the same idea 
becomes more definite For inst uice, during periods of rising pnces 
or depreciating currency the yclocity of circulation of money is said 
to have mcrea^ed We can also say that the demand for money has 
decreased The moment a person gets hold of some money he trie= 
to get rid of it spending it The oppos te happens when pnee- 
aTc'fallmg During a depression instead of saying that the velocity 
of circulation of money is low, we say that the demand for money is 
high 

li. Elasticity of Demand for Money is Unity. When we say 
that the value of money depend^ cxclns-vely onits quantity (i.c., 
doubling of monej halves its value and halving it doubles its value) 
it IS based on an important assumption bat elasticity of demand for 
money is unity 


Demand for moiiej largely depends on the extent ol batter and 
credit and above all on the volume of transactions It is assumed 
that over a period there is little change in the conditions of demand 
for money (t e., the demand curve remains unchanged). Demand for 
money remaining the sime, its value will, therefore, entirely depend 
on its supply loi quantity). Any change in the quantity of money, 
•will bring about an exactly proporitona'e change in the value of money. 
If the quantity of money increases 100%, prices use 100% and if 
quantity of money is decreased 100%, prices will come down exactly 
100 %. 


This does not happen in the c.i'-e of a commodity If the supply 
of wheat is increased 100%, its value will not fall 100%. Why ^ 

It lb supposed that money' is just a ticket serving as a medium 
of exchange and it has no use apart from it. In case, therefore, it i* 
increased, it must be exchanged for goods iu existence. Suppose 
there are 100 articles lu a community and there are 100 coins ; 100 
coins will exchange for 100 articles and the price will bo one coin 
per article Now if the quantity of money is doubled then 200 coins 
will exchahge for 100 articles and the price ivill bo 2 coins per article. 
The purchasing power of 200 coins and 100 coins remains the same 
t.e., m both casfs 100 articles aie purchased. It is said, therefore, 
that the change in the quantity of money is immaterial. This is ex- 
pressed by saying that elasticity of demand for money is unity. 

Bnt is elasticity of demand for money really unity ^ No, 

In the world of ^ reality we do not find that every change in the 
quantity' of money is followed by an exactly prop >rtionate change in 
TiT^ 1 level In Germany when inflation was going on after 
Morld War I pnees ro=e much more than were justified by the in- 
crease m the circulating media. Inflation necessitates further in- 
flation. Demand for mtney^ also goes on increasing side by side 
People lose confidence in their curronev much faster at every stage 
of inflation. Prices are expected to rise every day. People start 
charging ‘tomorrow’s price. Hence when quantity of money in 
creases, its value does not fall proporlionatelv but it falls much more. 
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in tho samo manner when tlicre ie depression, prices go on falling 
oven though there i< no change in the quantity of money. During 
world-wide depression of early ’thirties many c nintries increased the 
supply of currency to raise the prices but there was litllo reponse. 

Tho fact is that price phenomenon is a complicate I phenomenon. 
Quantity of money is only one of tho many factors affecting it. It 
is, therefore, idle to expect that every change in the quantity of 
money wilt be reflected by exactly proportionate change in tho price 
level. We may, therefore, conclude that elasticity of demand for 
money is not unity. 

12. Conclusion as Regards the Value of Money. The value of 
money like the value of every other thing Is determined oy the inter- 
action of the forces of supply and demand. The supply of money 
in a modern community consi-stf of gold or silver bullion, legal tender 
currency, subsidiary coins and the various credit instruments like 
cheques, bills of exchange, haul: lonn-s etc. The supply of raonetarv' 
bullion depends upon technical efficiency as regards mining, discovery 
of few mines, and diversion from non-monetnry uses incIudinK hoards. 
The supply of legal tender and snhsidiuj-y coins depends upon regula- 
tions of the government, and the needs of the government for ilself. 
The volume of bank money is determined by tho magnitude of 
deposits and the credit policy of the banks, The stage of the 
economio development of a community will determine what sort of 
money is used to what extent. 

^ Tfao demand for money comes from private individuals and 
various private and pnblio organizrtion.s who desire to hold cash. 
The amount demanded is determined by factors like tho size of tho 
population, tho methods of payments adopted, the volume of pay- 
ments to be made, tho way the wealth is distributed in the com- 
munity and finally tho general outlook as regards businc.s.s prospects. 

It is tho supply together with tho demand that determines tho 
values of money or tho general price level. Given the supply, an 
increase in demand raises tho value of money or lowers general prices, 
as happens during periods of depression. Conversely, given the de- 
mand for money an increase in its supply lowers the value of money 
or raises tho general level of prices as happens* during periods of 
brisk trade. The price level tends to be maintained at that point 
where supply and demand are in equilibrimu. 

. An Anomaly. Daring periods of brisk trade "volume of trans- 
act ons very much increases which means an inorcase in demand for 
money. Hence value of money should increase and tho prices 
should fall. ‘Conversely, when trade is stagnant, there is little de- 
mand for money, its vahm should fall, i e., prices rise. But the case 
is quite the opposite. What is the explanation 'i 

The explanation lies in the fact that the volume of credit 
readily responds^ to tho general business conditions. In times of 
business prosperity, there is a ^greater readiness to grant and use 
credit, This is due to general optimism prevailing at tho time. 
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Hence expansion of credit outstrips i he volume of trade. -Expan- 
sion of credit, means increase m general jinrchasing power and the 
rising of prices. During depression credit is shy and it contracts 
much more than is justified by the decrease in volume of trade.. The 
prices come down. 
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CHAPTER , XXXIV 

MONEY AND PRICES " 

1. lotroduction. We have seen in the previous chapter that 
the value of money is inversely related to the general level of prices. 
When the general level of prices goes up, the value of money goes 
down and conversely, when the. general level of prices goes down the 
value of money goes up. Thus prices fell all over the world during 
the period of Depression 1929-1933, the value of money appreciated. 
During the War the value of money depreciated since prices rose in 
almost all countries, 

A sudden change in the value of money or the general level of 
prices is a serious matter, since it disturbs all contracts and results 
in redistribution of wealth among the various classes of the people. 
Several problems therefore arise in this connection. First, we want 
to know what cons^uenoes follow from quick changes in general 
prices. Secondly, is it possible to measure the degree of such changes? • 
If so how ? Thirdly, what can be done to control such fluctuations 
in prices 1 

2. Inflation, Deflation and Reflation. Before we proceed 

further, a few terms may be explained. These are generally used 
, while talking of abnormal price -changes. By inflation is meant an 
excessive rise in the general. level, of prjces ifeually'o'n 'accduht^of an 
itt'cr^h|e^n th^supjgly of money, .unaccompanied , by a .corresponding 
morease .ih,demand.i When prices rise due to increased gold supply we 
speolr of gold inflation, when due to currency notes, currency infla- 
tion and when it is caused by an over-expansion of credit, the term 
credit inflation is used. Mere inflation implies an excessive rise in. 
general prices due to some, any, or all of these causes. .Inflation 
can also result if the demand for money falls off, even ^ though the 
supply remains the same. But such occasions are rare. Several 
European countries after World War I furnished instances of the 
evils of inflation. The present-day China is also passing through a 
similar phase where one shoe costs some millions of dollars. In 
Germany there was so much inflation that the German mark became 
practically . valueless. It was fast losing value everyday so that 
nobody liked to. receive it. If a shopkeeper got it ho made his 
man run as fast as he could to an exchange in the street corner (there 
were such exchanges in every street corner) to exchange it for sdme 
foreign money which had comparatively stable value. Such a state 
is described as a' ‘flight from currency’. It was estimated that if 
the entire German national debt was repaid to -one man, he coiild 
not buy a bench with the amount, he could perhaps biiy a packet 
of cigarettes. i 

How, excessive inflation turns the society upside down can be 
illustrated by the instance of two brothers in Germany -who inherited 
a huge fortune from their father. One of them kept his portion in 
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the bank and did not touch it and the other txhauMed hK fortune 
in dnnkfl and f,IIu a e,llar -nith finjUv holHcu Wh n iS 
occumd th. thr.ay hmf! or had Iho ,lJonurtm? , r„/nce o/find" 
mg that tho purcln-mp r of hia ,«,!!, ..ns “ 

« 

Wi/id on?”" 

D. ftalion iq opposite of inflation. It rn-ins nn or. r , f, u 

s:4'“ 

pr,«, h«vrcompdi'ra'„taOTfS'l 'T''.™ 
ccasos to bo profitable, tho cur^, nev a’utl.ot t niaTT".'' 
of puttiiu: more money into circahti'on ^ ^ 

and encouraging economic onterpri.=o Th 1 is onT oC T'"'^ 

to mcctdepre-ionapuggoqtcdbvfhoqe uho thinl .t /e remedies 

If .? rS trr;“i “ r r r'* 

overnightitmakeqno m^rialchaner/n el 

the people concerned. But this iiernr ‘^'‘onomio position of 
prices change in difTcrent degrees diilertnt 

all. Some groups of prices maTeveuiT/^^ 

r.e of pnccs merely refers to the atVmS^VTlm^fr 1^ 

^esuftr^rngfes'in ?hejr1eIpec?L^^^^^^^ the 

tivdy fluiol? ?hf cTso^rSl'" -I anTllo'so rda! 

m the supply of money. ’clinSScp” ± “f ineret e 

fall the reason is usually a riveinHieVi!^!! Tr®*" '’'*0'^ a quick - 

explained earlier. "* «Jeniand for money in the sense 

3 . Consequences n( m 

K.,o.“rB sr'ioilij :rL;s 

(i) The investing class • / . 

X'tTch"'n I-™ 'ii 4™“;"'™'!, i <'■'■" '>•' 

shares. A rise in the geneml levol of ’ ^®^«^ntures and preference 

Theycanpurchasefouergood S «his class K 

Seth^T- b<^fore vith S 

“re rising their cost Knd. 

o-t 01 production usually lags 
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behind. Wages and aalatios, for instance, are fixed by ngrooments 
which are not immediately rovined, rent and interest oharges remain 
the same. The earning class also stands to lose when prices rise 
since their wages and salaries do not move up correspondingly. Tlieir 
real wages go down. But as a period of rising prices is a period of 
trade and industrial activity, wage carner.s will gain in continuity of 
'employment. 

We may al*o notice the effect on debtors and creditors. 
When prices rise the debtors gain. The debts are paid by the 
' sale of commodities or services. In case tho debtor is a 
prodxicer, ho will have to part with loss quantity of the commodity 
to pay a given amount of tho debt. In case ho is a worker, a lessor 
quantity of work will bo enough to discharge the debt. 

When prices rise the general body of consumers suffer 
Unless they belong to the category ''f business men, speculators or 
' black-marketoers the scale of consumption has t-o bo cut down when . 
everything becomes dear. 

The downward movements of prices produce opposite results on 
these classes. The rentier class gains and so does tho earning class 
since their comparatively fixed incomes purchase more in terms of 
goods and services. But if there is continued depression the workers 
may lose on account of general unomifioyment. Only those lucky 
few gain who are able to keep employment. The business class on 
the other hand suffers. In the first place falling prices reduce their 
gross incomes from business undertaldngs. Secondly, the various 
elements of cost, like fixed charges and wages, come down if at all 
slowly. Their business profits are thus seriously cut down. 

The debtors lose when the prices fall because they have to part 
with larger quantity of goods and services in order to repay a given 
debt. In the early ’thirties the burden of land revenue on tho Indian 
peasant was increased manifold, when the prices of agricultural com- 
modities fell incredibly low. Tho creditors, on tho other hand, gain 
because the money that they get back buys much more than when 
they lent it. 

The general body of consumers gain from low prices. They arc 
K able to improve their standard of living. 

- On the whole we might say that, broadly speaking, all debtors 
gain from rising prices and lose from falling prices, since their fixed 
monetary obligations mean more in goods and services when prices 
^-fall and less when prices rise. Tho creditors on tho other baud gain 
when prices fall and lose when they rise. . _ 

Taking agriculture and iudusl ry as such the variations in prices 
do not affect each, of them to the samo^degree. As tho experience of 
the recent world depression showed prices of agricultural _ products 
tend to decline more quickly and recover more slowly than industrial' 
products. This is due to diftbrcnce.s 'in conditions of demand and 
supply. Agricultural operations havo a slow rate of turnover since 
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crons must take time to grow and become availnblo in the market. 
Moreover, control on supply is difilcult to exercise bccnuEC of the 
EC-ittered nniurc and agricultural production units. The demand for 
agricultural gocKls also is IcHS elastic than for manufactured goods. 
In the c.aie of industries production- can be controlled and output 
can be rcaisUd, if necessary, much more caEtly, 

Too much fluctuations in either direction aro bad for all econo, 
juic enterprise, since it creates uncertainties regarding the future 
expectations. Maintenance of comparative s.labilily of pricca is, 
therefore, necessary for orderly economic dov'clopmont. But before 
any policy can be pursued to this end it is necessaiy for the guidance 
of the currency authorily to knosv how the price level i? behaving at 
a particular time. This brings ns to the problem of measuroraent 
efthe changes in the general level of prices, or convemcly, in 
the value of money. This is done by constructing what are called 
Index Numbers of prices. 

4. Index Numbers of Wholesale Prices. When gem ral prices 
rise the value of tiiouoj falls, when general pricca fail the value of 
money rises. In order to measure the value of money, therefore, an 
index number of wholesale prices is constructed. Below arc given 
the various steps in the oonstruotion of such an index number. 


(t) Tht choke of the hast year. The first step is to cboose a year 
to serve as the base year, i.c., the year with reference to which" the 
price changes in other years are expressed ns peicvntages. Care 
must bo exercised in its selection. It should bo an average sort of 
a year, neither too prosperous nor too depressed from the point of 
view of economic conditions in general. Sometimes an average (of 
prices) of a number of years is taken to serve ns the base. 

(ti) Scleclion of commodities. The second step is to select 
commodities the prices of which have to bo taken to rejircscut the 
general price level. The coramoditica should bo really rcprcsonlativo 
and should bo sufEciontly largo in number. 

{Hi) Price lisU are then taken for each commodity. It is better to 

have an average ofwholcsalo prices of thosamo oommoditv from a 

number of rcpresentotivo markets. Theso prices are taken for the 
base j oar (or j ears) and also for tho subsoquont years, the index 
number for which wo want to construct. 


iiv) ■ Tho ne^ stop is to repres-nt the price of each commodity for 
the base year as 100, and the price of the same commodity for the st(6- 

of the price for the base yZr. For instance 
is R8.4 per maund and is 
called 100 and ite price for tho next year is Re 8 per maund. it 
BhOTld be called 200 and 60 on m the case of all the commodities 
ana ail the years. 

, tile umaye of the numbers thus 

oBfamcdwithroferenoetoeachoftho years. The average for tho 
base year will niturally come to 100. The other averages will be 
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higher or lower than 100 according as the general price level has 
risen or fallen respectively. 

The following statement illustrates how index numbers are con- 
structed. 


Articles.^ ■ 


Prices in 
base year 
1939 


Index Jor 
base year 


1939 


Prices in 
1946 


iTidex for 
1945 


i 

Bs. 

per Mds. 



Rs. per 

Mds. 

Wheat 

... ' 4 

0 

0 

iOO 

10 

0 

0 

260 V 

Rico 

... 3 

8 

0 

100 

14 

0 

0 

400 

Cotton 

... 15 

0 

0 

100 

22 

8 

0 

150 

Sugar 

... 8 

0 

0 

100 

10 

0 

0 

O 

o 

Ghee 

60 

0 

0 

100 

150 

0 

0 

250 

Average ; 

- 



100 




1250-i-5=250 


According to the above index number there was a rise of 160 
per cent in general price in 1045 as compared with 19. >9. Tliis means 
that in 1945 the value of money in India (on the basis of above 
figures) was ^/j. of what it was in 1039, a fall of 60%. 


5. Weighted Index Number*. The type of index o umber 
constructed above is called an unweighted index number. Hero 
every commodity is given tho same importance. But actually to a 
consumer a small rise in the price of one commodity may mean a 
greater disadvantage than a big rise in another commodity which 
does not hold so much importance in liis household expenditure. 
This fact is speoially to be taken into account when we are construct- 
ing what 'is called* tho cost of living index number, i.e., the one 
measuring changes in the cost of living of a particular class of 
people. 

Sujipose the above articles represent goods consumed by a parti- 
cular class of people, and wo want to know how did the war affect 
their cost of living. All these articles may not be of the same impor- 
tance to these consumers. To show their relative' importance we 
can assign “weight ” to each of the commodity by multiplying its 
index number by a certain figure indicating the degree of its impor- 
tance. Such a figure is usually based on the proportion of money 
spent, on particular commodities in typical family budgets. 


The following table illustrates how a weighted index number is 
constructod. The same figures are taken as in tho previous illustra- 
tion. 
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Articles 

Price in 
base year 
1939 

Index 

1039 

Price in 
1945 

Index 

1945 


Es. per md. 

Es. per md. 


Wheat 

Bice 

Cotton 

Sugar 

Ghee 

... 4 0 0 
... 3 8 0 
... 15 0 0 
... 8 0 0 
... 60 0 0 

100X8=300 
100x1=100 
100x1=100 
100x2=200 
100x1 = 100 

10 0 0 

14 0 0 

22 8 0 

16 0 0 
150 0 0- 

250x3=750 

400x1=400 

150x1=150 

200x2=400 

250x1=250 

Total 

Average 

... 

800 

100 


1950 

243'75 


Thus we have given three times imporlauco to wheat as com- 
pared with rice and twice to- sugar as compared with ghee, etc. 

The cost of living on this basis has not risen as much as indicat- 
ed by the unweighted index number if that was regarded as a cost of 
living index number. These figures, however, are only by way 
of illustration. Actually the same index could not bo employed to 
measure changes in the general level of prices and changes in the 
cost of living. Moreover the commodities taken to measure changes 
in the cost of living of different classes will not be all the same. Tt will 
depend upon what commodities arc usually purchased by the class 
concerned. 

We have only chosen a few commodities. Actually a large 
number of commodities is chosen. For instance, the oldest series of 
index number^ in India is the one constructed by the Commercial 
Intelligence Department of the Government of India, It includes 
28 exported and 11 imported articles. The series is unweighted and 
takes 1873 as the base year. Two more series are for Bombay 
(40 articles) and Calcutta (72 articles). 

Weighing can be indirectly introduced by taking prices of more 
than one variety of a commodity, e. g., 3 varieties of wheat, 2 of 
cotton, 3 of tea, etc. ' 

About 12 different cost of living index numbers are published 
in India from various important urban centres. 

6. Uses of Index Number. The method of index numbers 
can be used for otlier purposes also. We can measure any quanti- 
tative change in addition to changes in the value of money and cost 
of living. There may be index numbers of wages, imports, exports, 
industrial activity, employment, changes in areas under cultivation, 
changes in population, etc , etc. These measurements indicate 
social and economic trends and help in framing policies with respect 
to them. 

For instance an index number of coat of living can guide us in 
adjustment of wages to changing prices Index numbers of wholesale 
prices can guide the currency authority m stablizing price levels and 
exchanges. 
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. We can compare with the help of index nuinbers, economic 
conditions of a class of people at two different periods. 

■ Index numbers can bo u.sed ns n ba.sip for an equitable disciiargo 
of contracts, i.c., borrowing and lending. When prices rise the 
creditor is a loser, for the same amount returned to him has h'.-;s 
purchasing power. Monov after all is u more medium of exchange ; 
it would bo more just to ensure that tiic creditor gets back the same 
purchasing power. If tliat is so then the amount of the principal 
should bo increased in proportion to the increase in prices. Similarly, 
when the prices fall, tho debtor should bo asked to pay correspond, 
ingly leas, otherwise the burden of the debt in terms of commodities 
and services will be increased in proportion to the fall in prices. It 
is in accordance with this polioj* that in almost all countries tho 
peasant population was granted rrsHef when there was an unpreced- 
ented fail in agricultural prices in liie early 'thirties. ' 

Index numbers are thus very useful, nay their preparation is 
essential for a modern community, otherwise all their economic 
policies will bo a leap in tho dark. But it is nceessar}^ to recognise 
that index numbers suffer from certain limitations. In ihc first 
place, they are just approximations. They cannot bo taken ns in- 
fallible guide. Their data arc open to qucsl ion and they lend to 
different interpretations, Sccundhj, international comparisons are 
difficult, if not x>ossiblo, on nchmint of tho different base, different sot 
of commodities or difference in their quality or quantity. 

Thirdly, comparisons between different times is also not easy. 
Over long periods some popular commodities are replaced by 
others. Entirely now commodities come to figuto in con- 
sumption or tho commodity may be tho same inoroly it» name ; it 
may bo vastly different from what it used to bo. Think of a modern 
railway engine and one of tho early ones. Ford car 1 948 i < a different 
commodity as compared with Ford 1938. 

Fourthly, Index numbers only measure changes in tho «sct»onoI 
price levels. An index, therefore, prepared for a particular] urposomny 
not bo useful for another. Index number that helps us t o study tho 
economic conditions of mill-hnnds or railway coolies will bo useless 
for a study of tho conditions of college professors. Entiri lyrdifferont 
set of commodities will have to bo selected. Diffbri nt people 
use different things and hold different assets. Hence different 
classes of people are affected differently by a given ohe ;ge in tho 
prioo level. Hence tho same index number cannot throw light on 
effects of a price change on all sections of soclct}’. 

Finally, ono set of weights may yield quito a tliffe.'mt result 
from another and weighing is all arbitrary. 

7. The Need for Price Stabilization. Since gudde- i chaTjges 
m the value of jqoney or general price level, apart from 1 leir social 
and political consequences, cause uncertainty gnd dislocation in 
economic activity, tho necessity for prioo .stabilization is more and 
more realised. Price stabilization does not imply a rigid system of 
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controlling price level. Such an achievement is neither desirable 
nor possible. Short-period fluctuations in prices cannot be entirely 
eliminated whether we refer to individual prices or the general price 
level. Moreover, changes in prices over very long periods also are 
not BO hamlful. But the evils of fluctuations in prices over fairly 
long periods, say twenty years or so, are quite obvious. Such fluctu- 
ations should be reduced to the minimum. These are represented 
by the periodic booms and depressions which wo shall discuss in a 
separate chapter. 

_ Price stabilization may be attempted in two way's, (t) Stabili- 
zation of the prices of important individual commodities by in- 
fluencing the factors affecting their supply and demand respectively. 

(it) The second method is to tackle the problem of general level 
of prices by adjusting the supply of money to its demand. In this 
connection various ways have been suggested by various authorities. 
Some would prefer a gold standard system, other would like to have 
some sort of a managed system of paper enrrenev. 


• In the modem world no country stands isolated. There are 
international exchanges taking place between countries. Price levels 
of various countries are interconnected. The values of their curren- 
cies have also relations which each other. Price stabilization, there- 
fore, has more and more achieved the character of an international 
rather than a national problem. 


8. Diffictdbes as Regards Control of Price-Level. It is 
usually assumed that the central bank of a country can control price 
K IT This belief is based on certain assLp- 

These assumptions are (i) that it 
18 possible to constrimt accurate indices of prices promptly and to' 

on the\'^n<Urn“?''^' already discussed the various iimitatibns 

Such indices m'ust 

cowectirZ?ilL/TT°‘“*'"'® commodities, should ‘be 

SssST promptly available. This is not usually 


Quantit V of consistent relation between 

'^hile discussing the quantity 
S acmal frt""‘''lnr ® relationship does not exist 

asweTiluiJT more tme. Eiist 

d^StiS used for™^!'®^ of Secondly 

fndt^ScT“L° 

accompanied by a fall in irvel^'ftomSty 
in th"^ volumeTf SedTmay 

Srv ihem P"°o3 Unaffected or even 

tf/rof for iMtance, according to Lewinski, quan- 

TT betweeh 1913 and 1925- while 

index of wholesale prices rose by 36%. Again in 'the U. S. A. during 
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1023 to 1929 bank credit expanded cnormottaly white commoditr i>r|ce3 
showed only minor changes. Prices of .Mtock oxchnnge seenrities and 
real estate, however, rose trcmemlotwly. Furiher, velocity of circu- 
lation may move in tho ojjposito direction nnd couutcrhahiace the* 
eifect ot credit, expansions or contraction carried ont by tho bank. 
The centra! bank has little control over mich velocity. Then there 
is non-monetarj* factor which oxert infliioncc on coromoflity prices, 

climate, political and induatrinl nphcavals, ebangfa in tcchnlfjne 
of production, changes in fashionf, population, changes in xwoplo’s 
moods, etc. All these may nullify the bank’s action, 

' 9. Price StftbiUsfttlon Not Alwayt Desirable. Apart from 
all these difficulties, is tho point of view that stabilit}- of {»rico Icvc 
ns an objective is not always dcalrablo. Price iluotunlions have n 
definite function to perform in an economic system ba<f>'i on the free 
plays of competition. It Ls throush this mwlmnism flmt the 
communify''e resonrccRftre Rtiided to thf>«o channels in which they 
give maximum returns. Prices reflect the relative demands of the 
community. Price changes give warnings that certain maladjuat- 
raonta exist nnd tlicae enable fstepa to be taken to correct them. More- 
over, as Gregory and ilayck have poinU^l out, at^bfo prices may 
bring recurrent disloc.ation® and disharmonies in the economic alnic- 
ture as tho oxpcriencoof tho U.B.A. during 1923 to 1929 showed. More- 
over even if the average price level is kept stable change in individunl 
prices of iropbrfdnt commodities rosy bring about serious dislocation 
in economic life. Finally, even from the point of view of pocial justice, 
Btablo prices arc not always tho best. They might ensure constant 
quantities orgooda in RCtlloraent of debtu and croflits But tho aamo 
quantity of goods may mean Icpspaerlfiee in times of plentiful harvest, 
inOress^ industrial output due to technical inventions. In such 
times justice demhhds’ that price should be allowed to fall. Tho aamo 
holds true under opposite circumstances. 

'SimnardifficndticB arc encountered when the objective is con- 
Borvalion of gold reserves, Btabilitation of exchange or avoidanco of 
business cycles. 
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CHAPTER XXX\^ 

CREDIT OR BANK MONEY 

1. What is Credit. While discussing the forms of money we 
made a brief reference to credit or bank money. We noted then that 
cr edit means good opinion fg gnded on the .beHef jn_a,per8on 8 
“vera^y, inte^ity, ability and virtue.” In Economics ire mean 
by credit the confidence in a person’s willingness to* pay. 
Credit of a person depends on three C’a — character, capacity and 
capital. It is a combination of all these qualities which goes to ■ 
make a man’s credit. He must be honest and fair in^ his dealings 
with others ; he must have the capacity of making his busmess a 
success ; and he must be a man of substance. 

A very high proportion of business in modem industrial 
countries is carried on through credit. Credit transactions may be 
done in two ways : — 

(i) The most primitive form of credit is merely^ getting an oral-;; 
promise to pay. A little more advanced than this is by keeping 
a book account. This method of credit transaction, however, _ is 
only possible among people well known to each other, and living 
near each other. 

(ti) The second and more common method in the modern age 
is giving written promises to pay on a certain date or within a fised_^, 
period of time. Their evolution is marked by four stages which also 
give the chief forms that they take. Book debts may be included 
as the first stage of credit development. 

2. Credit instruments. Book Debts, Promissory Notes, Bills 
jf Exchange, Bank Notes, Cheques and Drafts. 

Bank Notes are not, strictly speaking, credit instraments unless 
they are issued by ordinary banks without the authority of the 
State behind them. Now as a rule, only one bank, the central.bank, 
enjoys the monopoly of note issue. Other instruments of credit are 
discussed below : 

Promissory N ole. It is the simplest kind of a credit instru- 
ment. It contains the buyer’s promise to pay the seller a certain 
sum of money for value received. The payment is to he made after 
a specified period of time. The value may he received in the form 
of money which has been borrowed or iu the form of goodsNthat . 
have been purchased. Such a document may be used for personal or 
commercial transactions. A bill of exchange is used for commercial 
purposes only. 

Bill oj Exchange. A bill of exchange is an order payable 
on demand or at a fixed future time addressed by one person (the 
creditor called “drawer”) to another the (debtor called the “drawee”) 
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instructing the latter to pay a certain sum of money (mentioned on 
the bill) to the former, or to the bearer, or to a specified third person 
(called the payee). 

Distinguish here'lietween the drawer and the drawee and the 
acceptor. After having been drawn, the bill is sent to the drawee 
or his agent for acceptance. This is done by putting a signature 
(or stamp of the accepting firm or house) on the bill. The bill now 
becomes negotiable, i.e., it can bo discounted or sold for money. A 
bill is discounted by calculating interest on its face value (the 
amount finally to be paid) for the period for which the bill has still 
to run, at the prevailing rate of discount, and deducting this from 
the face value of the bill. This then is the price at which the bill 
ca^ be sold by the holder at any time. Thus the higher the 
discount rate the lower the value of the bill at the time of discount- 
ing ; and the shorter the period between discounting and" maturity 
of the bill the higher its value. When the bill matures, t.e., becomes 
payable by the drawee, its value becomes equal to what is written 
on it. The usual period for which bills of exchange are drawn is 
three months, though they are also drawn for longer periods. 

The form that a bill of exchange usually takes is given below: — 

£100 

Dedhx, 

January 12, 1916. 

Three months after date pay to the order of the Imperial Bank 
of India Ltd. £100 for value received. 

G. LALL. 


F, Jones & Sons, 

London. 

G. Lall from Delhi has exported to F. Jones and Sons of 
London goods worth £100 in English money. This bill wiU mature 
after three months and three days from the 12th January, 1946, i.e., 
on the 16th April, 1946. During this period it can pass from hand to 
hand by getting discounted. The advantage of this method of 
payment, among others, is that during the period of three months 
the importer will have received and sold the goods and would be in 
a position to meet his obligations. 

The area of circulation of the' bill obviously depends upon the 
credit of the acceptor. People get their bills accepted by well 
known firms (Accepting Houses) who specialise in this business, and 
thus rnake their bills circulate easily over e-xtensive areas. 

A bill of exchange is of great importance in financing trade, 
especially foreign trade. Moreover it is a very convenient form of 
investment. Its advantages thus are : — 

In the first place, it enables business men to buy goods without 
making payments in cash. Before the bill matures the goods can be 
sold and money is made available for meeting the liability.’ Thus, 
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business can be carried on without the use of much capital. On 
the other hand, this method enables the exporter (or seller), if he 
wants money immediately, to acquire it by discounting the bill. 

Secondly, the bill of exchange saves cost of transporting precious 
metals between the countries. The importer, for instance, instead 
of having to export precious metals can buy a bill of exchange and 
make his payment. Hence it is a cheaper and more convenient 
way of making international payments. 

Thirdly, the bill of exchange enables every exporter to get value 
for his exports in his own money. i 

^ WII of exchange is a very cqnvenient way of investing 
liqmd funds. Liquid fnnds are funds that can be easily converted 
into cash. A man who has a little spare money can buy a bill of 
exchange, and keep it with him as long ns he 'does not need tho 
money and thus earn interest. If he suddenly needs his money the 
bill can always be discounted in the market. This method^Ia very 
commonly used by banks to keep their reserves liquid. 

Hundi. In India bills of exchange have been in use from verv 
^^yf®^“°^?a3Hundies. A hundi is an internal 
M of exchange. It helps inJ,ho finance of internal trade and 

exchange serves to finance both 

internal and international trade. 

Bundies are of two kinds. 

to Jess like a 

to oe OTshed immediately when it is presented. 

*0 J’e paid after a 
specifi^ on It. This is more like a biU of exchange. 

next important credit instnimon^ ^ instrument, 

order on a bank by its client who 1 ,°^ ^ j °Jl®que. A cheque is an 
by loan) money with it, to pay the acquired ' 

the order of the pe«on in wKeSlom the bearer or to 

former is “bearer cheque” and 

Cheques are written on prescribed cheque.” 

Every cheque bears a number. The supplied by the bank, 

of the person drawing it Whpn » must bear the signature 

two parallel lines across its breadth) it ran® *7 (by .drawing 

bank account of the person in wbo«e fr J deposited in the 

m some bank. If lost, such a eWe I?" 

A “bearer cheque” is not crossed and J’® cashed directly, 

holds it, unless the bank is informed b^n by anyone who 

it is an “order cheque” the resnouBihilu”^®^^”'^ 
person is on the bank. ^ aibility of payment to the right 

Among the advantages of a cheaue in thep w 
Cheques can be created by all banks while ^\®®®“®miBes money, 
to the centra] bank. Cheques can 

j ^ drawn to an exact amount, 


On 


cbeqne and has 
period of time 
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e.g., Rs. 100 10 as. Ops. The use of ofieques is facilitated greatly by 
Clearing House arrangements. 


Draft. A draft is a cheque drawn by one bank upon 
another. For instance, suppose you want to remit Rs. 1,300 to your 
brother studying in England. You can go to oqe of the bAnks in 
Jindia having a branch or an agency in London. Pay down Rs, 1,300 
" and at the current rate of exchange obtain a draft on the London 
branch or the agent of the said bank. This draft will be in English 
money instructing the branch of the bank concerned to pay the 
bearer on demand the specified amount. You send this draft to 
your brother in England and he presents it to the bank on which it is 
drawn and receives ,the money. 

3. (^fearing House. A Clearing House is an institution wlere 
cheques drawn on various banks are cancelled against one another 
and only the balance is paid.' The working of a Clearing House ia 
made clear by the following example. Suppose there are four banks 
A, B, C, D, whose accounts are cleared in a certain Clearing House. 
Each bank sends its representative with cheques fo be cleared. ’ 

Suppose one, evening the claims of these four banks on one 
another are as follons : — 


Bank A : cheques on Bank B 

Es. 

=6,000 

» » » 0 

=4,000 

if >i if 

=2,000 

^ 1 t 

Total 

11.000 

Bank B : cheques on Bank 0 

=6,000 

» it it I^ 

=1,000 

M tt tt A 

=4,000 


Total 10,000 


Bank 0 ; cheques on Bank D =6^000 

V »> }> A =6,QOO 

» >j j, B — 3,()00 

t 

Total 14.000 


Bank D : cheques on Bank A =3,000 

>1 I, „ B =1,000 

„ „ „ 0 = 6,000 


^ Total ... 9,000 

Thc-total sum of all the cheques to be settled is Rs. 44,000. 


If 
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Tvc look at tho credits and debits of each of tho banks tho position is 
as given belon"; — 



Credit 

Debit 

Balance -}-in favour 

Bank 

(is owed) 

(owes) 

— against 


Rs. 

Rs. 

Rs. 

A 

11,000 

13,000 

—2,000 

B 

10,000 

9,000 

+1,000 

G 

14,000 

14,000 

Nil 

D 

9,000 

8,000 

+1,000 

Thus if 

bank A paj^s 

Rs, 1,000 

to B, and Rs. 1,000 to 


whole account is cleared. An account of Rs, 44,000 is cleared just 
by the payment of Rs. 2,000. Even these payments are not made 
m cash but by cheques on the central bank. This great advantage 
is obtained by the use of cheques and tho Clearing House system. 

In India clearing arrangements exist in the offices of the 
Imperial Banlr in the principal cities like Calcutta, Bombnj', Madras, 
etc. 

Cheques, however, can serve only a limited circle of people 
known to each other or relying upon each other’s credit, A cheque 
IS nwegal tender. 

Classified. Two classifications of credit may be 
noted (t) consumption credit and production credit (li) commercial 
credit and bank credit. 

The fet classification is from the point of view of the ultimate 
Me to which credit is put. Borrowing on credit may take placeTor 
IwfL is called consumers’ credit: Many 

Oil credit, since they 'are 
this of hire purchase also belongs' to 

tainedS instalments. When credit is ob- 

or nmduoh?,? w promoting production it is producer’s credit 

or production credit. Here it is used as capital. 

finandnfthJ^ classification, when credit is used for 

SrSrS^ called com- 

SSon thAiJr r may sell goods to a 

momS or P'^ymoat wiU be made after three 

meroial credit^ TT f mean the granting of corn- 

instruments o‘f cSimScialiSr^ exchange explained above are 

on thTnaKb‘ll-““’'w ^ creation of credit 

othS wSsS ^ “ay create credit, in 

S custom^ to draw cheques 

KusfSvWnrfi liabaitiesthus undertaken the 

This is becausp fh w-'* proportion in the form of actual cash. 
meetTls^Sfn*^ confidence in the bank’s ability to 

bant. 
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5. Factots on Which Volume o£ Credit Depends. ^ Credit 
implieB borrowing and lending. There are times when borrowing and 
lending goep on briskly. This is the time of credit expansion. At 
other times the debtors or the creditors become shy and the borrow- 
ing or the lending propensity is curbed. In other words credit 
contracts. Thus credit-expansion" and credit-contraction depend 
^ on the willingness of creditors to lend and willingness of the 
borrowers to borrow. This willingness is not an arbitrary thing.. 
It is based on certain objective considerations of which the follow- 
ing are the principal ones : — 

(i) Trade Conditions. If trade is good the borrowers are 
very keen on borrowing. They know they can make more money 
with borrowed capital. The creditors arc not averse to lending, 
j because at a time of brisk trade, tempting rates of interest are offer- 
ed. Also, they can be sure of the return of money because profits 
are being made left and right. 

But when there is depression credit contracts. Capital becomes 
shy; the business men are loath to risk investment. Although the 
banks may be willing to lend under Central Bank direction, the 
borrowers are not willing to borrow. '‘Yon may take the horse to 
water, you cannot make him drink.’ The reason is that business out- 
look is bleak and gloomy. 

, (ii) Political Conditions. The business world in modern times 
has become very sensitive to political happenings. When war clouds 
are hovering over head, few would launch new ventures. The present 
conditions in East Punjab are not conducive to business enterprise. 
A threatening speech by an influential politician frightens capital 
away. Peace and stability make for credit, expansion. The extent 
of credit depends on the state of public confidence. 

{in) Speculative Activity. Credit expansion and speculative acti- 
vity move together. When speculation is rife, credit expands and 
when speculators lose credit contracts. But credit is not merely 
the effect of speculation; it is also the cause of it. 

(it?) Currency Conditions. A sound currency system is highly 
conducive to credit expansion. When currency conditions deterio- 
..rate for example when currency is debased or depreciated, as is 
now the case in China, credit contracts. Currency is the very instru- 
ment of credit and when the instrument itself is bad, credit can- 
. not go oiy.-<It must shrink. 

' 6. Mjtility and Functions of Credit. It will be seen'from the 

above study that credit perforina many useful functions for the eco- 
nomic prosperity of a country, thus ’ - 

(i) It economises the use of metallic currency. , Credit*^ instru.: 
ments serve in the place of metallic coins and thus save so much 
metal. 

(ii) It helps in the finance of industry by making possible huge 
loans to business men. ^ 
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possess purchasing power, but it has no liquidating power. To 
complete a sale ultimately tho payment has to bo made in 
cMh. Once created, they believed, debts can only bo cancolleyl 
by cash. 

Both those views are extreme and hence only partially correct. 
Tho truth appears to bo midway between tho two. If credit instrn- 
monta were perfect substitutes of eash they would exert exactly the 
’ same influenco on price level as cash. Actually people have more 
confidence in cash than in credit instruments. Hence tho banks have 
always to keep a certain proportion of Iboir credit liahilities in the 
form of cash. When credit expands some cash has to bo withdrawn 
from circulation to servo as reserve. Therefore prices do not rise to 
tho same degree as they would have done if no cash had been with- 
drawn. But sinoo only a small projrorlion of the heavily expanded 
credit is backed by cash, credit can and does lead to inflationory 
rise in prices if not kepi within limits. And this i.s the danger of 
credit, i.e., ^ over-expansion, '' , > - 

9, and Capital. Ciedit has boon wrongly regarded aa 

synonym^s with capital. It is fcomotiinos said that credit instru- 
ments, cheques, drafts, bills, etc., are for practical jjurposcs money 
and, being used in business, they are in effect capital. This is not 
BO. These instruments arc not in themselves money. They only 
represent money. If I give some body a cheque, I do not give him 
cash. I only give him a right to got cash lying in tho bank. Hence 
credit is not capital but it can enable a business man to got a control 
over capital goods like plant and machinery. ^ ^ 

Nor does credit create capital. It only transfers capital from 
one person to another. This transfer is all for tho , benefit of tho 
community. By means of credit wealth is transferred from those 
with whom it is lying-useless or ^ thoso who can make a better 
use of it. Hence this transfer is very productive credit thus 
undoubtodlj' aids production but it is not in itself an instrument 
of production. It just makes that instrument's available 
and irate in tho right hands. , A lends (Es./ 6,000 ,to B. 
A may think ho owns Rs. 6,000 and B Bay.s ' ho has got 
Bs. 6,000. But Rs. d,000 do not beoomo Rs. 10,000. There is only 
one amount of Rs. 6,000, The .society is not doubly 'rich. . Credi^t 
has not created another amount of Rs. 6,000 but it has only tranafer- 
^ Rs. 6,000 from A to B.' Credit therefore cannot bo^ elevated to 
the position of an independent factor of production. ' IFe therefore 
come to the conciilsion that credit is iiot capital nor 'does it create 
capital. It Only is the means of transferring capital. • ' f ' 

Select References. ' ' ..i u * 

' S, E. Thomas— Elements pfBoonomios, 1939 pp. 397-'465. 



CHAPTER XXXVI 
BANKS 

1. IntroSudion. In modern communities banks play a gr<»t 
jjart as creators of money and controllers of its supply as well as its 
demand. A bank in fact is an institution which deals in money. 
Broadly speaking, banks draw surplus money from the people who 
are n’ot usiiig it at the time and lend to those who are in a position 
to use It for productire purposes. Tims acting ns Jntermedi uies the 
banks make profits. Not only that, as ne shall see, banks can make 
profits, and they do, by lending money which they do not possess. 
These institutions have developed, _ therefore, large number of very 
useful functions. Tlieir development is an interesting study. , 

2. Evolution of Banks. Modem banks have developed from 
very small beginning®. The earlier bankers wer« goldsmiths. In 
Europe they were also money changers. These latter were the 
people who converted one kind of money into another. As they 
dealt with precious metals they had to arrange for the sefety of their 
treasure. People with surplus money or gold- gradually began to 
deposit their precious metals with such persons. This in a primitive 
way. was the beginning of what is called deposit banking. The gold- 
smiths would issue receipts for the metal received. As everyone 
believed in their integrity, through osporionoo in course of time, 
these receipts began to pass from hand to hand in payment of ohliga* 
tons instead of being first converted into gold. These receipts were 
the earliest hank notes. 

The goldsmiths soon realised that only a small proportion of the j 
metal deposited with them was claimed by the depositors within a 
^ven period of time. They, therefore, began to make profit bj’ lend- 
_ing a part of these deposits to persons wlio were in need of money 
and possessed good security, in this lending it was not always gold 
that they gave but issued their receipts, which now would poss , 

among the people as if they were gold. Thus the banks issued 
several times more of such receipts (notes) than, the metal deposited 
with tbdm. ‘ 

. Gradually the banking, business passed from individuaU to joint 
stock concerns. ^ It was a long timo before the state realised the 
^nger of allowing every bank to issue notes. Gradually the note 
issue function was taken over from the ordinary banka in one country 
after another and was entrusted under strict regulation to a special 
institution called the Central -Bank. > 

The banks in the meantime discovered new methods of creating 
purchasing power. They allowed their clients to issue cheques 
against the deposits outstanding to their credit. These deposits 
were not necessarily the money actually “deposited” by the client. 
They could be created by the bank allowing what are knowm as 
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“ overdr'aft facdlities’* (‘permisaion to draw over and ^above the money 
actually outstanding to the client’s credit) or by advancing loans ^ 
against securities. r - - j 

The cheque had great' advantages bver the bank note both for 
the bank and for its client, - As long as the bank was sure of a safe 
proportion of cash reserves, it could raise a high superstructure of 
credit by advancing loans or giving overdraft facilities. To the 
client the cheijues were more convenient and safe to^ hold and trans- 
Moreover they , could bb drawn for any ‘fractional amounts. ‘ 


fer. 


No 


wonder that in more^ advanced countries likeihe TJ. S. A. and 
Britain by far the largest amount of transactions take place in, the i 

lorm 01 ch.6^U6^« r i * if!* 

It was thus that the various functions of 'banks were developed. 

3.' Kinds of Banks. Considerable specialisation has taken 
plabe among banks with regard to yariousjspheres of their activities. 
The main' types'of banks 'are given below : — - 

{^'po^nine.rcial Banks. These* are ^chiefly engaged in financing 
internal trade an'd carry on ‘ other ordinary banking functions of 
holding deposits, advancing loans and discounting bills' as we shall 
presently "sbe. ^ ^ 

(it) Industrial Banks, These institutions specialise in the financ- 
ing of industry. They advance loans for long periods to people who 
carry on industrial enterprises. ^ They are very common'on the Conti- 
nent‘of Europe where' they are intimately connected with industry. 
In India such banks are practically non-existent. 

(tit) Agricultural Banks, Such banks provide Jong-period and' 
short-period finance to agriculture. Long-period capital is required 
for acquisition and_ improvement of land and purchase of equipment. 
Short-period capital Js neoeSsary , for current expenditure on ' seed, 
manures, wages, etc. In India such banks take the form of co-opera- 
tive societies for 'shorfc-period lending and, Land Mortgage Banks for i 
long-period loans.'" 

. ' (tu) Exchange. Banks. The main function of such banks is to 
buy and sell foreign currencies, rather titles to foreign ourrencies, in 
the form of bills of exchange, drafts, telegraphic transfers, etc. We 
shall deal witn their activities in our chapter on foreign exchange. 

(v) Samngs Batiks, ^ These, institutions give facilities to people 
usually of small means W save money. Post offices' in India parry, 
on 'this function. Of course other banks also accept '^savings. , , 

(vi) Central Banks. . A Central Bank is the most important insti- 
tution in the banking system of a country. It performs fudbtioris bf 
great importance. . l,n fact' it ^directly and indirectly contrqls thev 
activities of all ,the other banks; We sh'ali'study the central, bank- 
ing functions in greater detail later on. • ' 

' ’ It should bein'oted that all these banks overlap in many respects 

in- their functions. Their names indicate only the primary function ' 
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because the depositors do not come to withdraw.moneysimultaeous^ ■ 
It some are .Trithdrarring while others are depositing. This is the • 
usual phenomenon in a bank. The bank is thus enabled to erect a/ 
vast ' superstructure of credit on the basis of a small cash reserre.' 
The bank is able to lend money and charge interest -without parting 
with cash and the bank loan creates a deposit as we have* seen-abore 
or it creates a credit for the borrower. : 

Similarly, the bank buys securities 'and pays the seller with it, 
own cheque which again is no cash ; it is just a promise to pay nashs 
The cheque is deposited in some bank and a deposit has been created 
or credit has been created for the seller of the securities riot on any 
cash basis but just on the credit or trustworthiness of the bank. This 
is credit creation. The term credit creation implies a situation, to ' 
use Benham’s words, when ‘ a bank may recei-re interest simply by 
permitting customers to overdraw their accounts or by purchasing 
securities and paying for them with its own cheques, thus increasing 
the total of bank deposits.’®^ . , , . i . 

'Eoid is credit created 1 As has been hinted above there are two 
ways in which a bank creates credit : (t) By advancing loans on the 
cash credit basis or by an overdraft arrangement, t.e., by permitting 
the customers to overdraw their accounts ; and • ' • 

(tt) By purchasing securities and paying for them with its own 
cheque. , , • j. . 

In both these cases deposits are created (or credit is created for 
the borrower) and credit of the bank is embodied in a definite, trans- 
action. _ In all, a very small cash reserve is kept by the bank to meet 
obligations .arising out of these transactions and the credit created 
aggregates to a very big amount. ’ - _ 

Let ns see the actual process. Suppose a customer deposits 
Rs. 1,000 in a bank. The bank has to pay him interest ; therefore the 
bank must seek a safe and profitable investment fSr this amount. 
It must lend it to some body. But this amount is not actually paid 
out to the borrower ; it is retained by the bank to meet its .obliga- . 
tions, f.e., to pay to those of its depositors who need, cash • and draw, 
cheques for the purpose. The banker’s experience tells him that for 
this purpose pMy a certain percentage of cash reserve to total 
® r like England they keep nearly 

10 The ratio of cash to liabilities ia much higher in countries like 
India where ban^g habit hasyettebeonltivated. - Sappose our- 
bank in which a depositor has deposited Rs. 1,000 feep -20% cash’ 
reserve -do meet the demands of deposit. This , means 'that as'- 
soon as the bank has received Rs. 1000 it will make upj'its' mind 
to advance. loans ^ to the amount of Rs. 6,000 (only; one-fifth: 
reserve IS kept). When, therefore,- a hnsiness man comes- . to . this 
bank ^ request for a loan of Rs. 5,000, he may be* sure of being 
granted accommodation to this extent, provided, of.course; his credit' 
is good. The --bank lends Rs.- 5,000 alt hough it has cash' 'only, of' 

I. Beuham— Eoonomios 194(). p. 354. 
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Es.'jl00b;;0[ti3'h‘6re ithat!ore'dit'c6mes in/ .This ttansaotiotf ia rendered 
possible because the borrower is not given tbe loan in cash ; only an 
account iS; opened ^in. bis *(name, .and. the amppnt is oredit -in that 
a6oouht'/,‘"He is s'imply" given the’ cheque. "I^ook, t.e., tW rig^ 
draw cheques as sand -when he needs money. Even when' he draws 
' cash; iV may be deposited ih another bahk,'f6r business ^-meh do not 
•rais6' funds i.td keep Hhern-loehed 'up' in a cash box but to, riih their 
-business and . to '•;make' payments' to their’ creditors.’ When- this 
.par^ioiilar business ihan^^hwe hbeques qh , th.is * bank’ ,tb'^ pay his 
creditors ■ these cheques, - are passed ph by them to' their own banks 
where the’ -'amount is deposited in'’ their accoijihi'. ^ CasE' ia’ seldbm 
withdrawh. ' The banks adjust their miutual bbligatidns through’ the 
sysbhni of 'bank pleafingi Thus the bank'has succeeded in creating 
accredit of Es.'S.tiOO against' ahash-feserve of 'Ba. Ii00();' ' ‘ ’ 

But the process of credit o'reaiion does not'end here'.' ‘ The' banks 
generally keep : '.their' ' spare bash in the Central -Bank.' A portion pf 
Es. .1,000, therefore'/ is .depositedin the Gontral'Bank which' iu it's turn 
uses it as 'basis for similarly ' oreatihg further ‘orpdit. Just 'as the 
other .banks go 1 on creating credit (i.e.,’ advancing loans ort ca/sh 
credit) ’all' the time relying • oh their cash balaUoes with’ the Centra) 
Bank, in the same manner :th6 branch banks go on accommodating 
their, local oustomers relying on' the resources of the head df&6e. The 
movement’ of- credit creation 'thus goes apace..- This is'one way of 
creating credit; '.-'a • ' ■ ' ' ' ' - ‘ ‘ ’ 

, •' The 'sebond' way' of creating credit is •very' simple.' The hank 
can purchase securities without paying any cash,^ It issues its own 
cheque to pay the purchase iprice; The cheque is deposited in this 
bank or some other bank and the .small cash reserve which the bank 
keeps will be sufficient to meet an 'obligation arising fromi- this 'trans- 
action ‘too.-.; '' '• 

It /is - thu8tha£"6n a Small cash foundation vast superstructure 
orctedlt’is*;8tedt‘8d. .':A 

, • < The. Limitalions, Prom , ^the account , of- predit, , jCreation given 
abpve. it ;wpuldkeem/that ?tbe:bank3 reap •^here t^.ey have not sown’. 
They , advance/ loans or buy: securities without .actually .paying- cash. 
But .'they, earn /idtprest bn the, loans they give, or .earn dividends on 
the securities they purchase all the same. This is very tempting. 
They make profits without .investing cash.. This , is .the..^iracle of 
credit'.' It ' is - the'mhgib df .bank bredit'that -works; , ’^They would, of 
cdiitebi like tb'makb as inuph profit, like this/ as they' can; /But thiy 
ckiinbt i go, ;6n/ 'eipanding 'bredit 'mdefiniteiy ., / In . tbeir own interest 
they will havetp apply /the';brake and they db'upplyit for 'it is ' /'wbl) 
khbwh;.th'at'‘ the'/profits made by 'the’.baiiks -are, not yery/higfi.' j 
ovfJr-rid/ing '^ Umitatiori ' arises’ from; the ■ "obligdiio]^ of tji^fidnhs to meet 

Ihi demands of iheir'dimMtofal' h'T' ‘ ^ 

, '.-.’r'ii.'Slw JQ?! , *■.. >'>f; aiii'cr^n 

Benham has mentioned three limitations on the pp'werB .of the 
hanks ‘td'bY6^te''brfedit ruijjlmlic (ifv, ■ '■woi'.- - in: o'- 


(i) The total amount of cash in the ..county j- 


--.h .! 
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[ii) Tho timonnt of tho cash whioh tho public wishes to hold, 
and ' - ' 

(lu) Tiio minimum percentage of cash to deposits which the 
banhs consider safe. , ' ’ . . 


As for {») it may be said that credit can be created on tho basis 
of cash. Larger the cash (t.e.,. legal tender money) larger the 
amount of credit that can be created. But tho amount of cash that 
a bank may haro is subject to tho influenco of tho Central Bank. 
Wo shall study this influonco in full in tho next chapter. Hero it 
may sufheo to saj'' that tho Central Bank has tho monopoly of issue 
of cash. It may - increase , it or if. may decrease it and credit will 
expand or contract accordingly. Tho power of tho Oentr.al Bank 
to control currency is the controlling influonoe on tho pstenl of credit 
that tho banka hare the power to.creato, , , 


The second limitation arises from the habit of people regarding 
the use of cash. If 'people are in the habit of using cash' and not 
** tho case in India, then - as soon as credit is granted by 
mo bank to a borrower, ho will draw tho cheque and get cash. 
When, bank e dash reserxo is thus reduced, its ])ower to create oredib 
IS cupped. On the other hand, if people seldom use cash except for 
very sraali and odd transactions, then the cash resonre of tho banks 

power of creating credit remains 
advanced countries like Amorioai 


traditioL^f ^ important. It arises from the 

Sain aTto Vmhmilm which the banks must 

SSSta^W L b ""I concern and to retain the degree 

There is an incren«o in ^ a liability. 

fall in reserve ratio i'^iuhties and there is corrcspohdinglv a 

certa n mSm the ratio fall below a 

will be risky unless th? bml^rn ST®'”* “''y %tiibr credit 

Pg. tbi, .dop«,„ pr . ..~rp4p^^'Vb.nrj'SKfbb1 

=»4u“t»'hK! .“■‘’But 

like Walter Leaf and Cannan^ wL 

view." .They would ask •TTr,™ « take senous objection to -this 
goes to borrow' 2 Tbo fnif credit if no one 

ISh2:,bf£L;wX 

o®Q reply V ad^ tting' ,that .the power of the 


h See Son and Das; idi7,^p. 
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asaot-! tlio more confldf'ncc a h-itiL viiniipue bn} bw-r ^viil be 
its profits. Somi'timM there is a crtnin etnount of ** wjndnr.’ 
dressing'-. The banl.s nt<tuiiulat< htTi - ]i'Oj.nnion of cash by 
<^uing in ehort losic, at the tiiiii id piihh 1 'n*! tliir periodic 
statement, thonch norm"'ly this propouinn !-• ian< h i >v.<*r. 

. Th*' whole b.^nhir:! buxu.* ■•s nin* on the cnnli'b n e of tho p»'Oplo 
in the ability of tin b^nks topayth irnmni y Icok rn demanfl 
Jl such _ eonfirJenc'> n io.t for nnj (hirt i-> n ’“nm" on the 

rverj- one who h-s depo it- m Jbi bank niches to 
withdraw them. No bunk c Ml face a nin bcein-e nil the deposits 
nre not m liquid form. Thu- it h ivco-m- for a hank nnt^^lc 
to keep ft certain proportion of its 0^-1 1- HqnH, b,it also ph-c no 
o.cnnon for people « confidence on its . mndne-^ t 1 be Aakcn. 
Mindow dressing s one of the mtthoib of pivine a sense of 
is to ‘r' V . The bed svftv to inspire confidMice, however, 

come to the htlp of member hanke on such Oceanians 

lm.l8nro%L5r!.n”^^ informed of their fitmiicwl position the 
S TeX pnlilHi their accounts in the form of 

d L nt ofl fin AhankVbtlanc. Mieei fe a 

end nf ?r « statement is 

issnes it wceklv. The Llanro ^IhefY’ f ^ ‘nk, however, 
column on the' loft band Mbie rdr,] columns. The 

that on the right its Afs^ri TLri r <*)'' hank and 

others, and Assets are what Mio bank owes to 

towhalthcbanl aclimlly pos=cXin7mnd? ' 

The follow, n . iUms appear in a tjqiical hark balance sheet :~ 


Liabilities 

Capital 
Reserve Fund 


Deposits 

Acceptances for castomers 
(as per contra) 


Asscli 

Gash 

Cadi at Central B.ank 
Money at Call 
Bills Discounted 
Advances to Customers 
Investments 

Inability of Uustomcr? for Accept* 
nnee (as jicr conlm) 
rurniture and Fittings. 

In the balance sheet tbn » i Property, 

position is very sound This anxious to show that their 

reserve or higLr raSc?r^^^^^^^^^ ?. 

.h.t ■b.Sfirdtt’- 
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"Bankers are the onstodians and distributors of the liquid capital, 
which is the life blood of our commercial and industrial activities, 
and upon the prudence of their administration depends the - 
economic well-being of the nation.’’^ Thus wrote Stephenson and 
Branton about the importance of .banks. More concretely we may 
Bummarise the usee of hanks as follows : — 

(i) They create purohaaing power in the form of bank notes, 
cheques, bills and drafts and thus economise the use of precious 
metal. 

(tt) They make money more mobile, by being lenders and 
borrowers together, and by helping funds to move from place to 
place and person to person in a convenient and inexpensive manner, 
through the use of cheques, bills and drafts. ‘ 

(in) They encourage the habit of saving among the people and 
enable small savings, which otherwise would have been scattered 
ineffectively, to be accumulated into large funds and thus made 
available for investments of various kinds. 

(f«) By encouraging savings and investment they increase 
the productivity of the resources of the country and thus contribute 
to general prosperity and welfare. 

In a word without the hanks the present level of economic 
development of the world could never be imagined. 

Unfortunately banking facilities in India are extremely meagre 
and this is one of the causes why our natural and human resources 
have, not been adequately exploited. 

There are special functions of very great importance that are 
performed by the Central Bank of a country to the study of which 
we must now direct our attention. 
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CSAPTER XXXVII 

MONEY MARKET AND CENTRAL BANKS 

1. Money Market. We have already seen what the term 
market means in Economics and how this meaning ditfers from 
popular use of the term. In ordinary speech the term market refers 
to a particular locality or a place where the buyers j and sellers get 
together for the business. But in Economics it does not refer to 
a place or locality but to the whole of the region from which the 
dealers are drawn. In short the term market stands for a group 
of exchanges, i e., buyers and sellers ol a commodity who are in 
direct competition with one another. 

But what is a money market * Who are the buyers and sellers 
here and what is it that they buy or deal in ? By the term money 
market also we do not mean a particular bazar or a square where 
most of the bank ofiSces in the city my be situated. Here also we 
refer to group of exchangers rather than to a locality. The ex- 
changers or dealers are the borrowers and lenders and the commodity 
dealt in is money. The borrowers are the purchasers of money. They 
want to obtain a right to it. They furnish the demand side of the 
money market. The sellers are the lenders of money. They consti- 
tute the supply side. The price of<mioney means the rate of interest 
at which money is borrowed or lent. The lenders are generally the 
banks, who of course borrow too in the form of deposits from the 
public and borrowers are the discount houses, bill aoceptmg agencies, 
financiers and other business men. Referring to the London Money 
Market, Thomas defines it thus* : — 

“In the localised sense it is taken to apply to the world famous 
institutions and streets which centre around Lombard Street and the 
Bank of England ; m its wider aiguificauce it connotes the operations 
of all the bankers, brokers, discount houses and financiers in the city 
of London who transact business in the commodity — money, and its 
representative credit.” ‘ 

2 TheConstituentsorMemheraoI the Mousy Market. Who 
constitute the money market or who are its members ? We have 
already hinted in the definition of the money market given above as 
to who constitute the money market. The membership of the 
money market consists of the bankers, brokers, discount houses and 
financiers. At the top of all is the central bank which is its watch- 
dog and the controller. 

The constituents of the Indian money market are ; Reserve 
Bank of India, Imperial Bank and the other Joint Stock banks, 
exchange banks, co-operative banks, land mortgage banks, the 

government postal savings banks aud the indigenous bankers. There 

are two distinct sectors o f the Indian money market : the indigenous 

1. Thomafi.'i) 1_ Elgiaerils of Ecoaojjaitfs 19?9, p, 43S. 
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bankers form the one, and the modem banking institutions the 
other. 

The Indian money market is imperfectly developed and weakly 
organised. The indigenous bankers who account for nearly 90% of 
the banking transactions stand aloof. There is no co-ordination be- 
tween the two sectors. Hence Reserve Bank’s power to control credit 
is strictly limited. There is ' a multipdicity of rates, and seasonal 
financial stringency is a common phenomenon. Another outstanding 
feature of the Indian money market is the absence of a well-develop- 
ed bill market. Commercial banking dominates the money market and 
facilities for long-term credit are very meagre. The habit of hoard- 
ing and general absence of banking habit are serious obstacles in the 
way of proper development of the money market in India. 

3. Central Bank. A central bank is an institution which is res- 
ponsible for safeguarding the financial stability of a country. It 
holds the ultimate reserves of the nation, bontrols the flow of pur- 
chasing power — ^whether currency or credit — and acts as banker to 
the State. 

In recent years the importance of central banks has enormously ^ 
increased. This has been due to various causes : The growing 
interdependence of economic life within and between countries ; the 
greater jneoessity of management and control of currency systems ; 
the post-war (1914-18) confusion in currency and exchange matters ; 
the Great depression and the realisation that control over supply of 
money through central banks could avoid to a large degree cyclical 
fluctuations ; the element of planning and regulation that has been 
introduoed in economic systems of various countries in recent 
years. All these have increased the importance of an institution 
which could co-ordinate, control and manage the various complicat- 
ed and conflicting factors, economic and financial, which affected the 
economic stability in the national and international fields. England 
established her central bank (the Bank of England) as far back as 
1894. Other important countries like Prance and Germany had Jjheir 
central banks long before World War I. The Federal Reserve 
system of the IJ. S. A. was established in 1914. The importance of ^ 
central banks, as already noted, was specially realised during the 
currency troubles that followed World War I, It was found 
necessilty to have one bank controlling the policies (usually selfish) 
of the banks of the country. A monetary conference was held at 
Brussels in 1920, which strongly recommended the establishment of 
central hanks in aU modern industrial countries. The result is that 
now practically every country has a central bank. The Reserve 
Bank of India, which is the Indian Central Bank, was established in 
1936. 

4. Reserve Bank Balance Sheet. Reserve Bank of India is 
India’s central bank and is the keystone oT the money market arch. 
It published a weekly return. In England, the Bank of England 
Rfethm is cronsldewd the barometer of the mohey market. This is 
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so heoaass the Loadoa Maaay Matket represents a closely knife arid 
thoroughly integrated system. But this is not the case in India. 
Hence Reserve Bank of India Return cannot truly .be .called the 
barometer of the Indian money' market. 


The Reserve Bank Return issued weekly is split up into two ; • 
Return relating to the Issue Department and that relating to the 
Banking Department. 

The Reserve Bank Return for the week ending on 10th Septem- 
ber, 1948 was as under '. — 

Issue Department 
(rupees in ihousande) 


Liabilities 
2\oies issued ; 

In Banking Dept. 30,74,21 
In Circulation J 2,18,01,28 


Assets 

A. Gold Coin and Bidlion : 


{a) Held in India, 

, (b) Held outside India 
I Sterling Securities 
Total of A 
Ratio of A to Total 
Liabilities 
B. Rupee Coin 
Rupee Securities 
Internal Bills of Ex- 
change and other Com 
meroial Paper 


.42,71,91 

7,96,14,28 

8,39.36,19 

67'216% 

45,07,81 

3,64,31,49 


Total Liabilitic-s. 12,48,76,49j Total Assets 


12,48,75,49 


Liabilities 


Banking Department 

I Assets 


Capital paid up 
Reserve Fund 
Ltsposiis ; — 

(o) Central Govt. 
(6) Other Govts. 
(c) Banks 
Bills Payable 
Other Liabilities 


Total Liabilities' 


6,00,00 

5,00,00 

2,16,43,44 

17,31,98 

.66,98,44 

3,98,35 

7,80,63 


Notes 30,74,21 

Rupee Coin 6,92 , 

Subsidiary Coin 1,59 

Bills Purchased and Die- 
counted : — 

(а) Internal 36,23 

(б) External 

(c) Govt, Treasury Bills 3,88,53 
Balance held abroad . 


! (includes cash and short- 
■ term eeourities) 3,08,73,40 

j Loans and Advances to 
I Qovemmenta 10,00 

I Other Loans and Advances 6,25 
j Investments • - 63,34,68 

'. Other Assets • 2,60,65 ' 


4,09,02,46 


1 


Total Assets 


4,09,92,40 ■ 
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'Other LifthilitiM' ronipri*e sis nec!)i!nt‘<"-<li^coiint, interest, 
csohange, coinmiVfioti find pwCit arid lo**, nccount. 

On the n’~'et? rifle we find nqn-e'f nnd fiiib^Idiar^.- eoin?. 

Bills Dj.«oo!int«l mefiiM lh:*t the Ihnk lies jmiil the holclerrf of bills 
the pn-sent weitli uf the bilk nft-.r disluctin!' disconiU. When the 
hills matun*, the Bank will re-tlif' cadi (itid ji'ni."' thfc bills nro iti 
.■n-fots. 'Balance held iihrend' meaiw the rtniount-s it keeps in ibreign . 
hanks 'Ollitr Lo.nr^ find Adranees* iiicins th'- anwinits it has 
aflvanccsl fo erln dulcd hanks nnd proviiiai il c^''Op'’r,iti%*n bankin lit’ 
sTstinents arx! tlif I'overnfiiciit :~ecurili''s (ind the Trea^urj' Bilk it 
has piirch:s«P(l. 'Other ft' -i- c;’ cerreipaiid to 'Other LiahilitiVs’ and 
include the same it'’iin'. It a’-. i iiielti l : ; itvins furniture, iisturfj 
and fittings, sl.ntionery itnd o!h-'r pr<>jn*rty o-vhi',1 by the flank. 

5. Ccntrnl Banhlnj Principle*. Ihc pr>ne:phw on which o 
central hank is run are <tuite dillerent from the ordinart* hanking 
prinripir.s. (i) An ordinary b.snk h i tin on hiisliie's lines. To he able 
to esiat it nni’=l earn reavuiahlc. profits. An nrdimn' hank, a* long ns 
it keep? adequate reserve-, can indnl,;fi in any rf'i.'srniablo hnfino.''S 
of invc.stnienl that hiingr profits, A central hatik on the other hand 
is primarily meant to .slioiild-.r the icsp lUsiblUty of aafs-guataling the 
financial and econoinic inability of the country. " Tiu» gu'ding 
principle of n Central Bank," 1 . ays lb> Kock, "is ’that it nhoiiM act 
only in the puhlia intf're.it and for th'MveIfnrc of th.s coiintrs' as ft 
whole and witiiniit reg.ard to profit nr, n [.•rImary' coa'ider.ation.”* 
Rnrning of piofit for a central innk is tiuis .a e- eondary considera- 
tion. It sTorks tinder coiilroi imi>tve i by the Is'.e of tiie Slftto .and. 
is definitely deliarrcd fnini inve'.ling nionf-y in ri-ky tuiterpriscs. 

Tiio central hank is tlinr- not n profit or dividend Ininling iiisti* 
tiition. It doo.s not act n.s ft liv'd or a conipi titor of oilier banking 
institutions. ’ That is v.Iiy it seldom allows i' t-.-re.st on diposits nor 
can it ndvance money nenin.st tiift security of i.mmovftblo property 
or grant' iiaseoured over-drafts. If ia primarily concerned with the 
niaiiitcnauco of file polveiiny of the entire banking sy.stem of the 
country. It mnst, tiiereforc, keep its own as.'-cts as liquid as 
possible. 

(it) The central bank is a rc.scrvoir of credit. .-Vll other hanks 
and financial house.? can look to it fornccommodalton, of course at a 
price fised by it Considering the national .and international monetary 
oondiiioDP. But the central hank cannot rely bn any other institu- 
tion to come to its aid by .supplying if with on.sh or 'tftkine off bills 
and securities off its hands. ' 

(tit) The central bank must follow an aotire policy. It cannot 
go on passiv'ely looking as an idle spectator wlien anything goes 
wrong with the credit machine.^ It must take active stfps to remedy 
the situation. ^ For this purpose it has a resort to two weapons : Ifl) 
the manipulation of the bank rate policy ; and (6) the open market 
operations. Their working is explained in the sections below. 


1. Do Kook : Contrtil Banking, • 
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(it)) For the efficient discharge of its functions the central 
bank is provided with special equipment : 

{a) It is given the monopoly of note issue ; 

(6) It is made a hanker to the government, 

(c) It is a banker’s hank. ^ . 

With the position so acquired it can effectively control currency 
and credit which is the raison d'etre of a central bank. 

(v) Finally, the central bank should not be subservient to any 
political party. It must be independent of all political influence, so 
that it can act freely, without fear or favour, in the best interests of 
the nation as a whole. However, there is usually a very close co- 
operation between the government and the bank. 

6. Central Banking Functions. What functions are more 
characteristically central banking functions has been a widely dis- 
cussed question among economists. > Hawtrey thinks that it should 
primarily be the “lender of last resort.” Vera Smith stresses the 
monopoly of note-issue and Shaw regards control of credit as “ the 
one true, but at the same time all sufficing function of a central 
, bank.” Kisch and 'Elkins^ regard “the maintenance of the stability 
of the monetary standard” as the essential function of a central 
bank. It isj however, difficult to single out any particular function 
as the characteristic of a central bank. A recent authority® gives 
the following list of central banking functions ; — 

(1) The issue of paper currency in accordance with the require- 
ments of business and the general public, for which purpose it is 
granted either the sole right of note-issue or at least a partial mono, 
poly thereof ; 

(2) The performance of general banking and agency service 
for the State ; 

(3) The custody of cash reserves of the commercial banks ; 

(4) The custody of the nation’s metallic reserves ; 

(5) The re-discounting of bills of exchange, treasury bills and 
other suitable paper offered by the commercial banks and dealers 

^ and similar financial institutions ; 

(6) The acceptance of the responsibility of the lender of last 

resort ; "■ 

(7) The settlement of clearance balances between the banks ; 

and 

(8) The control of credit in accordance with the needs of business 
and with a view to the maintenance of the monetary standard adopt- 
ed by the State. 

1. Kish and Elkins : Central Banks, p. 74. 

2. De Kook ; op. oit. p. 15. 
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Briefly put a central bank acta in the following capacities ;~ 

(() As tiic note-issuing agency. 

(»i) As the banker to the State, 

(fu) As the bankers’ bank. 

(ic) As the guardian of tho money market, through control of 
credit. 

We shall now proceed to con«lder these functions in detail, 

7. TIic Note Issuing Agency. In early periods of banking 
development, nlraoat every i)ank enjoyed tlic right of issuing notes. 
This led to frequent trouble^. NoU-s were over-i-'-sued and tbo result- 
ing inflation disorganized the enrn-ncy system and brought other 
Eorious economic and financial con^equonccs. Tbo government 
therefore had to oxorciso stneter control over the Wsuing of notes. 
Gradually tho practice ot entrusting thii important function to the 
chief hank of the country, the central bank, became ostabliabed. 
Eow in almost every coontry the central bank enjoys either full 
monopoly or rdrao't a monopoly in this respect. Such a monopoly 
is of great importance. It gives uniformity to the aystcra of note- 
issue. .Nlorcovcr the notes of a central bank have greater prestige 
and in times of shaky cotifidenec ate seldoni presented for encash- 
ment into coins or metal. Above all, this monopoly gives the 
central hank control over other hanks in the matter of expansion 
of credit, since tho cash reserve form tho uUiraatc limit of such 
expansion. 

8. Principles of Note Issue. In the issue of nolca two conflict- 
ing aims have to bo reconciled. On the one baud note issue must 
be clastic. Tltc circulation should expand and contract in acconlance 
with the demnmJa of trade. On the other band tho confidence in 
the note must be preserved by malnt.aining its convertibility. The 
first is tho principle of elasticity and the second is that of aeourity. 
This requires a proper regulation of note issue. 

Currency F«. Banking Principle. On the eve of tho passing of 
tho Bank Charter Act in England in 1844 (hero wa,s a keen contro- 
versy going on as to what should bo the right principle of note 
issue. There were two opposing achools of thought; one advocating 
what is known as tbo Currency Principlo and the other the Banking 
Principle. 


The advocates of the Currency Prinfiph insisted on full 
metallic banking (t.c., 100% reserve). For every note issued there 
murt be kept in the currency chest coins of the same value. In 
their opinion the currency note was merely a convenient and econo- 
mical substitute for metallic money. It was not at all their intention 
that the notes should bo issued beyond the extent of tho reserve. 

Ns^urally the paper currency under this system was absolutely 
question of tho ourrenev authority 
not being able to encash thier notes. But this system of note issue 
would make the currency highly inelastic. Notes could bo issued 
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expense of loss of confidence. In spite of this criticism the system has 
survived, mainly perhaps with the force of tradition. Japan and 
Norway, in fact’ have introduced the same system. 

The proportional Reserve System has been adopted in the 
European Contitent, Erance keeping 35% and Germany 40% reserve. 
With modiGcation it has been also followed by the Federal Resen^ 
System of the U.S A. '‘The essential feature of this method, which 
has now spread over a large part of the world” ‘‘says De Kook, is 
the provision of a proportional metallic reserve against the note circu- 
lation (23, 30, 33J, 49 par cent) the remainder of the notes to be 
covered by the trade bills and Governmemt securities, with the 
further provision, that subject to certain conditions and penalties 
the reserve ratio miy be allowed to drop below the legal 
minimum.”’- 

This system is more elastic than the Fi\ed Fiduciary Principle. 
If the bank obtains sav, Rs. 40 worth of gold, it can issue Rs. 100 
worth of notes under Proportional Reserve System, but only Rs. 40 
worth of notes under the Fixed Fiduciary Principle, once it has 
exhausted the fiduciary limit. The element of safety, however, is 
less under this method of issuing notes. 

Some people think that if the State issues notes, as was done in 
India until the Reserve Bank of India took over this function, the 
note issue can be better controlled. But in times of emergencies the 
notes will be over-issued whether the State does it directly or in- 
directly through its influence over the central bank. In fact note 
issue by a central bank is slightly better from this point of view, 
since there may be some resistance by the central bank to the proposals 
of the Government to use the method of printing additional notes 
for its finance. 


So far as India is concerned the Reserve Bank of India has the 
monopoly of note-issue. For this purpose, the Reserve Bank like 
some other Central Banks (c.p., the Bank of England) maintains a 
separate department called the Issue Department, The assets of 
this department are kept distinct from those of the other departments 
of the Jbank, i.e., the Banking Department, . 

The assets of the Issae Deportment consist of silver mpee coins. 
Government of India (rupee) Securities, gold coin, .gold bullion, or 
sterling securities, provided that the amount of gold coin and gold 
bullion IS not at any time less than Rs. 40 crores in value and gold bul- 
^n and sterling securities must be at least 40% of the total reserve. 
With the sanction of the Central Government, the 40 per cent limit 
can be r^uced fw limited periods on pajnnent of a specified tax on 
the deficiency. Thus the systems adopted in India is a compromise 
between the two systems discussed above. 

As the experience of the recent war has shown this particular 
method of regul^mg note issue has not been able to save India 

provision (keeping of sterling backing) 
which was meant to act as a brake on over-issue was the cause of 

(1) Ce Kock, op oit„ pp. 2S-29. 
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(he enormous inflation of currency that has taken place, India was 
paid in; sterling for the various war materials purchased in India 
on, behalf of His Majesty’s Government-and the Allies. This sterling 
▼as transferred to the Issue Department of the Reserve Bank in 
London and coh-esponding amounts of currency notes were issued in 
.India, This Jed to ah enormcus expansion of note issue while the 
letter of the law- was fully honoured. The amount of inflation that 
has taken place will be clear from the fact that notes in circulation 
increased- from Rs 182 crores on Ist September, 1939 to Rs. 1,218 
CTOres on '4th' tlanuary, 1946. Correspondingly sterling securities 
held in the Issue Department , of the Reserve Bank increased from 
Rs, 59 crores to Rs. 1,110 crores over the same period. 

.10, . Banker of the State. The second important function of 
a central bank is to act as banker to, the government. All the balances 
of the government of . the country .are kept with the central bank. 
On these balances usually the banks pays no interest, • On the other 
band the, bank performs a number of services to the government. 
Generally speaking it is the fiscal agent to the government, and 
advises the latter in matters relating to currency and exchange as well 
as. finance. “Central banks everywhere operate as bankers to the 
State not only because it may be more convenient and economical to 
the State, but also because of the intimate connection between public 
finance, and monetary affairs.’’^ As the various financial activities 
of the State can interfere with the conditions of the money market, 
the .exchange rates, and credit policy of the central bank, the 
banking opefatiohs of the Statd can best be centralised in the- 

central bank,' • . . ' ’ 

, An important function of the central bank with respect to the 
State is the provision of short-term loans. This is usually done 
wrough'the central bank discounting the Government Treasury 
Rills either , directly or when presented by other banks. This is to 
enable government to meet its current financial obligations in anti- 
cipation of its revenues. During times of crises like war such lend- 
ings to the government can lead :to serious inflation as happened in 
the case of France, Germany and elsewhere in Europe during 'and 
«ter,-*the war- of 1914-18. “History is ' full of example,” says 
Gg Kock,' “of ■ inflation and currency depreciation resulting from 
“Kdib creation* on behalf of the,. State. In. fact, experience has 
mown that heavy .-government 'borrowing either directly from the 
-sntral, bank or indirectly through rediscount, is the easiest means, 
ind sometimes :■ the -onlv rheans, of bringing about substantial 
inflation.”, . . 

‘ ' - When a central-bank gives advances to 'the government against 
treasury bills of other government securities the money spent by 
the government is again deposited with commercial ■ banks by those 

receive payments. This in fact means an increase in the com- 
mercial banks’ balances with the central bank which as we have 
^^^fe as good as i cash. On the basis of this cash the commercial . 

1. - i>a Kpek — op.' cit. p. 54. 
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banks are able to increase their loans and central 1 m^ 

lion benins. It is, therefore, nocessarj' that the centrar ba^ 

kould bl kept independent of the State bo ' 

resist the latter’s pressure for credit in times of danger. In 

of the disastrous consequences of government 5°^™X®LtS>liS 

countries during and after World War I, some . 

central banks (Chile, Czechoslovakia. South Africa 

restricted by law in the matter of granting 5^= 

governments. But such restrictions bad to be relaxed in periods 

of emergency. . ' ' ' 

Tile Reserve Bank of India performs eeveral 
banker to the State. It accepts money for account of the Secretory 
of State, the Central Government, the 

approved States, and makes payments up to the amount 
to their credit respectively and carries out their exchange, 
ance and other bank operations, including management of the pnmio 
debt. 

■ As regards advances to the State the Reserve Bank I’®® 

restricted with regard to such advances. But they must he P , 
within three months from the date of making the , advance. - 
bank can also buy Government securities of any cu^enoy pro^, 
the amount of such , securities held at any time m its Banking E ,' 
ment is not to exceed the aegregate amount of share capita , 

Bank, the reserve fund and three-fifths of the deposit liabilities ox 

the Banking Department, and provided further, that seounties . 
maturing after one year or after 10 years shall not exceed cer 
limits. . 

11. The Bankers’ Bank. Broadly speaking the central kank 
acts as a bankers’ bank in thiee capacities : — 

(i) As the .custodian of the cash reserves of the commercial, 

• hanks ; ' 

(»i) ns the lender of last resort ; and 

(ui) ns a, bank of central clearance, settlement and transfer. 

(») 'The habit of the commercial banks keeping their cash 
reserves with the central bank developed slowly and' it has been 
closely associated with the function of the central bank as the bank 
of issuo and hanker to the Government. It was convenient to keep ' 
, cash reserves with the 'central bank'.'b'eicBuse' its notes commanded 
greatest confidence <and governments’ 'banking transactions took 
place through, thm institution. - Originally keeping' of cash’ with 
the central bank wss optional, tater'.-in most , countries it was made a- 
statutory obligation. ; - . ,J ■ ^ ' - 

The practice has many ' advantages. Firsts it economises 
The nation's cash can be more effectively used when centralised 
■ scattered in the vaults of numerous hanks. Secondly, 

it enables the commercial banks to increase their reserves merely 
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by discouafciag bills witb the central bank in time of need instead 
of having to rely upon their own resources. Thirdly, it give^ the 
central bank control over the credit policies of the member banks 
as we shall presently see 

In India the scheduled banks (so called because their names are 
included, on basis of their paid-up capital and reserve, in the Second 
Schedule to the Reserve Bank . Act) are required to maintain 
with the Reserve Bank a balance not less than five per cent of 
their demand and not less than two per cent of their .time 
liabilities. 

(ii) The central bank is the lender of last resort to the com- 
mercial banks. When the commercial banks have exhausted their 
own resources and have failed to supplement their funds from the 
usual outside resources, the central bank is called upon to function 
as the lender of last resort. It acts in this capacity mainly through 
its rediscount operations. 

In the narrow sense rediscounting is applied* only to first class 
trade and agricultural bills brought to the central bank by commer- 
cial banks and bill dealers or brokers, who are temporarily in need 
of funds and want to convert some of their short-term assets into 
cash. In the wider sense as now current in ,raost countries, 
rediscounting is defined as “the conversion directly or indirectly of 
commercial banlc credit into additional Central bank credit.”^ 
Rediscounting, is thus applied also to Treasury Bills and to short- 
term collateral loans to banks and other financial institutij ns made 
by the central bank against bills or promissory notes and govern- 
■'ment securities. 

Rediscounting facility enables commercial banks to carry on 
their day-to-day business on smaller cash reserves, since they can 
always rely upon the central bank in times of crises. It gives increased 
elasticity and liquidity to the assets of the commercial banks. 
Rediscounting, however, should not be abused. It should be only 
resorted to in times of emergencies not in times of normal business 
activity. The central bank in its turn should be ready to help in 
times of distress, but should bo less liberal in ordinary times. This 
is necessary to encourage self-reliance among commercial banks and 
to conserve the strength of the central bank for emergencies. The 
mere fact that they can get help from the central bank in times of 
mmergeno'es is enough to maintain the confidence of the public in 
the commercial banks. 

(in) The central clearing function is adopted by all central 
banka, fn some countries it is merely a matter of tradition or 
convenience, in others it is a duty imposed by law. This is a logical 
step from the position of the bank as custodian of cash reserves of 
the commercial banks. Since banks keep cash reserves with the 
central bank, settlements between them can be easily effected by 
means of debits and credits on the books of the central ^ bank. In 


1. De Kook — op oifc , p. 100 
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manv countries separate cl'^aring houses are set up to cancel mutual 
obligations between the banha including the central bank. In such 
countries the balances ultimately to he paid can be paid without 
cash transfers tlirough mere book entries in the accounts of commer- 
cial banks with. the central bank. If clearings go heavily against 
some bank its cash balances with the central bank will fall below 
the prescribed or traditional limit. In such a case the bank 
concerned can rcdibcount with the central bank for a few daj’S 
until the deficiency in tbe balances is again made up. 

This method of settling accounts apart from being convenient is 
economical as regards the use of cash. It also strengthens the 
bankinc system by reducing withdrawals of cash in times of crises. 
Sloreover, it enables the cent ‘al bank to be well informed about the 
state of liquidity being maintained by the commercial basks with 
regard to their assets. This information helps tbe central bank in 
its function of controlling the credit expansion in tbe couniry. 

12. The Controller of Credit The Objectives. A central 
bank controls credit with the following objects in view : — ■ 

(a) To safeguard its gold reserves against internal and external 
drains ; 

{h) to maintain stability of internal prices. 

(c) to achieve stability of foreign exchanges ; and 

{d) to eliminate’fluctuations in production and employment. 

The necessity of safegua'ding gold reserves arises under a gold 
standard. In a gold standard countiy gold can be freely imported 
and exported and the currency of the country is convertible hy law 
into cold coin or gold bullion. In such a country an over-expansion of 
credit causes inflation. High jirices at home first lead to with- 
drawal of more cash from the banks and gold from the central bank 
to carry on transactions at a higher level. This is called the 
"internal drain". Secondlj', tbe home price level being higher than 
the international price level imports are encouraged and exports 
dis,couraged. An unfavourable balance of trade is created which 
has^ to be met by export of gold. This is called the "external 
drain”. Gold may also move out because the foreign investors 
have lost confidence in the future of the currency under question 
and they begin to withdraw their funds. The central bank, there- 
fore, must take steps to contract credit, bring prices down and stop '' 
the internal and external drain of gold. 

The second object is f o maintain stability of internal prices. 
We have already referred to the various disadvantages of fluctuating 
prices. Price instability causes disturbances in economic relations, 
miladjustmente and serious social consequences. The central bank 
by regulating the supply of purehasinj power according to the needs 
of the people can reduce such fluctuations to a large extent. 

Instability of foreign exchange (value of foreign money in terms 
ot home money) disturbs intemational trade. 
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, There has been considembh' contra veray na to which of tiie two 

objoota, internal price stability or exchange stability, should t!ie 
central bank prefer, when botli cannot be obtained at the .aarno time. 
If all the countries concerned are on gold standard stabilization of 
internal prices by all the countries will automatically keep oxohango- 
stable within narrow limitsL 0p to the Great War of 1914, tiioreforo, 
, the various countries kept stability of oxch.anges without sorioiu 
^ disturbances in the price levels During periods of inconvertible 
paper, however, it was found that price levels in dilTorent, countries 
moved in different directions resulting in groat disj)aritio3. Under 
such circumstances a countr}' aiming at exchange stability had to let 
its internal price level fiuotuato in response ‘to foieign prices. This 
seriously upsets the whole internal economy of such a country. Jtt 
recent years, therefore, the central banks have aimed more at the 
stability of internal prices and lot exchange ndjvist itself as necessitat. 
ed by circumstances. When other things are equal a country with 
greater interest in foreign trade (e.gr., England) \YonId pay more 
attention to stability of exchange and a country with relatively 
small foreign trade India) would concentrate more on internal 
stability. One of the criticisms of the enrrcncy and exchange policy 
of the Government of India has been that the latter has paid more 
attention to exchange stability and loss to the stability of internal 
j.r prices. 

A more recent view rejects both the aims of ci change stability 
and internal price stability, This view has come out of the experi- 
ences of the groat world depression of the ’tbirlie.s. It is held that 
the contra! bank should aim at smoothing oat of tljc business cycle, 
which results not merely from price .oiovemcnts. No doubt steadi- 
ness in internal prices and foreign exchange arc botlj desirable, but 
they should bo subservient to mnmtainiag tl»e stabilitj' of economic 
life as a whole. The aim should bo to maintain a normal steady 
growth of busme.ss activity, and prevent booms and slumps. 

13. Difficulties of Credit Control. Even if one or more of 
these objectives are desired by the central bank, there are serious 
difficulties in the way of their achievement. In the firsi place, there 
are difficulties in the way of controlling credit itself. ' Secondly, even 
if the bank is able to control the volume of credit, the objectives 
^ concerned may not necessarily bo achieved. 

Several difficulties in the way of controlling credit may be 
noted. 

1 

First, bank credit is not the only form of credit. There is 
commercial credit like book credit, bills of exchange and 
promissory notes (not discounted by banks). On these the central 
bank has little control. They are as much purchasing power as any 
other form of credit, * 

Secondly, even as regards bank credit all banljs of the country 
do not have direct relations with the central bank. Ill the U. S. A., 

■ See “Speoio I’omtB,” p, 393. 
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for instance, one-lmlf of the commttciaUjanln.nith one fifth of re- 
source*? nre outside the Federal Rcf< r%'i' Sjwtim. 

Thirdly, even if alt bauha wrt 'nietuber bnnho,’ e^iranitrclal 
banhs miv/not nlunjs co-oiv<rrtt-e vritli th'* tentral hank and may not 
follow Us lead. Such co opratson, U'< r<* ‘hall -'•e, H lndi5pen'‘abb 
for ft Micce*" fnl control of credit. 

Fourlhly, there are mn-hankinr: ikitv>ntj in the finantkJ ftlruo- 
tiireofft. country. ,\mong the >f are tin- wmous circutn- t.ance'! that 
affect the temper of tho businc’ft toimnumtt Time nre beyond the 
scope of central honking nclion. 

Finally, the central hank ctnnot control the iiltinute ubc to 
•which credit nny lie put Ftricth cirtnncrcial loaff*, forin‘'tnnc(v 
itiftY be used for ‘tpecuhtlon jiurpo-e^ 

however, dO'M nil tii •w tint any altcuiit to tontrol 
ircdit on the part of the cent ral l> ink i‘ hound to Fnl. Tlie'e ate 
the UmUfttioiiH to rvhich the action of the central bank is ftubjocit 
ftnd they must bo kept in mind by the banking ii«lhoritic-a. 

Even if the b ink can control errdit, it door not ntco“evrlly follow 
ihM the objective*- of tho bank like price fil-ihirtt 3 ‘, exchange .stability, 
ole., will automaticalt.v follow. Iherc nre difficult ioi ill their way 
too, which have been di£cu«^cd cUewhore. 

Kow wo ]irocoed to discus^ the methods of credit control. '1 hiy'C 
ate the following (t) Bank rate policj', ifi) open market opcrit- 
tion*?, (iff) crCHlit rationing, (fe) other mcflioih. • 

Let us take these in turn. 

14. The Bank Rale Policy. Tho binl ralr is tho rate at which 
the central hank of a country is willing to discount first cla's bills. 
It is thus the rate of di'>count of the central hank, while tho marktl 
rale ifi the rate of discount prevailing in the monev market nmong 
the other lending inslitutions. Smeo the contmrbink i« only tho 
lender of the last ro'sort tho bank rate is normalh' higher than the 
market rate. ^ Tho term rate of tn’ere'? is usualU* apphed to the yield 
of long-term investments. Pepont rale is the rate which the commer- 
cial banks paj' to those who keep deposits with them. The banks' 
call^ rale is tho rate nt which inonea' is advanced for ver^’ short 
periods to tho bill brokers, etc, Tn a perfeotly devol >prd nionoy 
market all thoso rates bear a more or less constant relfttionahip with 
each other. Before World War I, for instance, in England the 
banks nsuftlly fixed their deposit rate It per cent below the bank 
rate. The call rate wa.s fixed uouallj* t jier cent above tho deposit 
rate to enable the banks to have a margin of profit between what 
they charged and what they paid. The banlcs charged about 1% 
abffvo tho bank rate on advances to their customers, snhjcet to a 
minimum of 5 per cent. The relationship between the bank rate and 
the market rate of discount was determined bv the eondilions of tho 
money market. 

Pnder such conditions, therefore, if the bank rate wag changed 
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all the other rates normally moved in the same direction. Though 
this did not always happen as wo shall see. 

In countries where the money market is not so wall organised 
the relationship between the bank rate and the other rates is not so 
close. To that extent, therefore, the central bank is unable to 
influence these other rates by changing its own rate of discount, 

15. The Theory of Bank Rate Policy. According to theory 
the changes in tlie bank rate of a central bank are followed by cor. 
responding changes in all the local money rates. If the bank rate 
is raised the market rate and other lending rates of the money mar- 
ket also go up. Conversely the market rate of discount and the other 
rates go down when the central bank lowers its bank rate. These 
changes affect the supply and 'demand for money. Borrowings are 
discouraged when the rates go up and encouraged when they go down. 
In the former case a contraotion of credit and in the latter its ex- 
pansion is the result. The flow of foreign short-term capital is also 
affected. There is an inflow of foreign funds When the rates are 
high and outflow when they ate low. Internal price level tends to 
fall with the contraotion of credit and it tends to rise with its expan- 
sion. Business activity, both commercial and industrial, is stimulated 
when rates of interest are Ioa- and discouraged when they are high. 
An adverse balance of international trade can bo oounteraoted 
through lowering of domestic costs and prices by contraction of 
credit, since this stimulates exports and discourages imports, 

16. Bank Rate Policy Under Gold Standard. The theory oi 
this policy is specially adapted to gold standard. It operated most 
successfully, therefore, in Great Britain before 1914. Under gold 
standard an adverse balance of trade is indicated by movement ol 
exchange to the gold export point and outflow of gold. This may be 
duo to excessive export of capital or great import of morchaudise 
Conversely when the balance of payments^ is favourable there is at 
inflow of gold. 

In the case of the outflow of gold the primary cause may bo re. 
lativoly high dombstio cost of production, discouraging exports anc 
encouraging imports or over-investment of capital in foreign countrios 
caused by fear regarding the future of the home currency, or othoi 
factors, or speculative influences may bo at work. 

Under such conditions raising of the bank rate led to contraC' 
tion of credit. This was followed by greater sale of commodities and 
securities since their holding became more costly duo to higher rates 
of interest, fall in domestic demand duo to fall in the incomes ol 
varioiis groups, decline in new investment and speculation, lowering 
of prices and wages. The ultimate result was onoouragoment of im- 
port!, inflow of IbreigQ capital, discouragement in the withdrawal of 
foreign capital, etc. In due course equilibrium was restored. The 
outflow of gold stopped. If the policy was continued long enouah 


I. For -‘Balanco of Payments”. Soo Chap, XXXfy. 
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there waB inflow of gold, thus relieving credit stringency, lowering 
money rates and reviving business activity. 

Thus the raising ot the bank rate has two effects : (t) immediate 
and (it) vllimale. Immediately, borrowing is discouraged as the dis- 
counting of bills becomes a costly affair. Money therefore does not 
leave the banks. Instead funds flow in even from abroad as the rais- 
ing of the Lank rate is followed by the raising of the bankers’ deposit 
rate. Vl'imatebj, prices fall through contraction of credit and 
currency. Exports are stimulated and imports are checked. The 
balance of trade becomes favourable and gold tends to flow in. The 
objective of raising the bank rate is thus achieved, viz., drain of 
gold out of the country is checked and instead gold comes in. 

Conversely, if there was a continued inflow of gold, the central 
bank would lower the bank rate. This would cheapen money and 
encourage expansion of credit, trade, production, investment and 
speculation. It raised domestic prices and costs, encouraged imports 
and discouraged exports. In\cstment in foreign countries was en- 
couraged. If the policy vas continued long enough an adverse 
balance of payment arose and gold inflow was changed into outflow. 

17. Limiting Conditions of Bank Rate Policy- J'or a success- 
ful working of such a policy, a little reflection will show that a 
number of conditions had to be satisfied. 


(j) All the other rates should follow the bank rate in its move- 
ment, so that credit should expand and contraot as the case may bo. 

(ii) The economic stnieture of the country should be elastic so 
that change^ in credit conditions should lend to corresponding, 
changes in wages, rents, production, trade, eto. 

Inn well organised money maiket like that of Great Britain the 
first condition i- satisfied. 


In Great Britain, for instance, as we have seen all the other 
rates have a more or less constant relationship with the bank rate as 
a matter of convention. Sometimes, however, when surplus funds 
are available in the money market the bank rate may fail to be 
effective and other methods may have to be used. In most other 
TOUntnes this condition is not satisfied to any appreciable degree. 
Hence the meagre success of the bank rate policy there. As regards 
the second condition, again conditions in Great Britain were most ' 
favourable especially before 1914. The economic structure was 
appreciably elastic. \\ ages, rents and production responded within 
limits to changes in money rates and credit conditions. In subse- 
quent years the British economic structure considerably lost its old 

^Weh were the 

^ ^ the gold standard and coming in of the managed our- 

renoy and regulation of w ages and prices. “ 


As regards other countries, the 
much less successful due to the absence 
In recent years this particular method 


bank rate polioy was always 
of tbe above two conditions, 
of credit control has become 
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secondary even in Greafc Britain. This decline in its relative impor- 
tance is due to changes in money market conditions and tho gi-eater 
rigidity of the economic sj't tern as already noted. As regards the 
money market several developments may be noted. Domestic trade 
is financed now more through bank overdrafts and less through bills 
of exchange which later played so much part in discounting npora- 
lions. Foreign bills have also lost a good deal of their importance 
duo to the fact that London no Ion ?er enjoys the same financial 
status as it used to do before the war of 1914-18. This has reduced 
the volume of foreign bills offered for discount i" London, More- 
over short-term T reasurj' Bills have taken the place of bills of ex- 
change for short-term investments. Tliis has inci cased the influence 
of the Treasury over tho money market. Such changes aao not con- 
ducive to the smooth working of bank rate policy. 

' 18. 'Keynes View of Bank Rate Policy. According to Lord 
Ko3mc3 tho traditional theories of bank rate conccntractcd largely on 
tlie influence of bank rate ns a tnearis of regulating the quantity of 
bank money and of protecting a country’s gold ro'crves. It had not 
taken account 'of the influence of bank rate on tho rate pf iavciit- 
ment relatively to saving, and tho influence of changes fn tho lela- 
tion between investment and saving on prices, production, employ- 
ment and wages, 

Keynes criticises Hawtrey who had emphasised invesbraont but 
only one particular kind of investment, namely “investment by 
dealers and middlemen in liquid goods, “to which,’’ adds Keynes 
"a degree of sensitiveness to changes in bank rate is attributed 
which certainly does not exist in facl,’’^ According to Keynes 
economic situation is affeoted not through tho changes in shorf.-torm 
rate of interest and in tho. stocks of woVking capital goods, but 
through the long-term rates of intere.sb and the volume of fixed 
capital goods. .Changes in bank rate lead to changes, not only in 
short-term rates of interest, but also in long-term rates, since tho last 
two arc interconnected. Changes in long-term rates affect the 
investment market. This invostment depends upon prospects of 
profits and tho long-term interest. Assuming tho prospects of profits 
to be tho same tho higher tho long-term interest tho less attractive 
become investments or replacements of existing capital. When 
ontreprenoui’s spend less on fixed capital goods employmont in the 
capital goods trades declino.s. This leads to contraction of total 
money incomes and decrease in expenditure on current consumption. 
This results in the decline of employment in consumption of goods 
trades. Prices and production fall all around. Conversely, when 
the rates of interst fall the opposite process is the result. 

, In his more recent work®, Keynes still emphasizes the impor- 
tance of equilibrium between saving and investment for general 
eoonomio stability. He is, however, of the view ( hat apart from 
regulation of quantity of money through open market operations (to 


l. Keynes : A Treatise on Afoiiey, Vol. 1, |). 103. 

2 Ueuom! Theory of Employment, latorost and .-Joney, p. 161. 
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indirectly to borrow from tlio central bank through rediscounting 
bills. If the bank rate is high the market rate then cannot remaiji 
low. 

21. Limitations on the Theory. It is obvious that the above 
will be valid only if certain conditions are satisfied. These 
conditions are : — 

(f) When the central bank purchases securities the cash reserves 
of the member banks will bo actually increased and conversely the 
cash reserves will be decreased when the central bank sella Securities. 
This may not happen. The sale of secmities may bo offset by inflow 
of gold into the banks or by return of notes from circulation and 
hoards. The purchase of securitie.*? on the other hand may bo 
accompanied by .an outflow of gold or withdrawal of notes for 
increased currency requirements or for hoarding. In both the cases 
therefore (he cash reserves of the member banks may remain un- 
affected. 

(ii) But even if the cash reserves of the member banks are 
increased or decreased the banks may not expand or contract credit 
accordingly. The percentage of cash to credit is not rigidly fixed 
and can vary within quite wide limits. The banks will expand and 
contract credit according to the prevailing economic and political 
circumstances, not merely with reference to their cash resources. 

(Hi) The third condition is that wlien the commercial banks’ 
cash resources increase the demand for loans and advances should 
. also increase and conversely. This may not be so. Due to economic 
or political uncertainty even cheap money rates may not attract 
borrowers. Conversely, when trade is good and prospects of profits 
bright entrepreneurs would borrow even at high rates of interest. 

Finally, the circulation of bank credit should have a constant 
velocity. But the velocity of bank deposits is rarely constant. It 
increases in periods of rising business activity and decreases in 
periods of depression. Tims a policy of contracting credit may bo 
neutralised by increased velocity of circulation and vice versa. 

In spite of these limitations, however, there is a foir relationship 
between the sale and purchase of securities by the central bank and 
contraction and expansion respectively of bank credit. 

Since' for the success of market operations it is nece.ssary that 
there should bo broad and 'active market in/shorb and long-term ^ 
government securities and such markets exisfonly in the D. S. A. and 
Great Britain, this method of credit control has been most effectively 
used in these two countries. 

In Great Britain especially this method has been widely used ' 
with the objects of making bank rate effective, counteracting the 
effect of seasonal movements of funds, offsetting the inflow arid out- 
flow of gold and creating and maintaining conditions of cheap money 
and in the interest of business recovery. 
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22. Credit Rationing. Credit rationing means restrictions 
placed by the central bank on demands for accommodation made 
upon it during times of monetary stringency and declining gold re- 
serres. The credit is rationed by limiting the amount available to 
each applicant Eurther the central hank restricts its discounts to 
bills maturing after short periods This method rvas nsed hy the 
Bank of England as long ago as the end of the 18th century "when 
the usury laws prohibited raising of discount rate beyond 5 per cent. 
In recent years, especially after the critical period following 
World War I, credit rationing has been adopted as a policy by a 
number of countries like Btissia and Germany. 

This method of controlling credit can be justified onl 3 ’' as a 
measure to meet esceptional emergencies because it is open to serious 
abuses. 

23. Other Methods. The other methods of cedit control may 
be noted only briellj'. There is what is called direct action. This 
implies coercive measures like refusal on the part of the central bank 
to rediscount for hanks wliose credit policj’ is not in accordance v.ith 
the n ishes of the central bank or whose borrowings from the central 
bank are excessive in relation to their capital and reserve. The' 
central bank maj-, on the other hand, request and jiersuade the 
member banks to refrain from increasing their loans for speculation 
or non.essential activities. Law may also authorise the central bank 
to impose a change in the minimum of cash reserve on the member 
banks. Changes may also be imposed hy law in the margin require- 
ments on security loans. Finally tlie method of publicity is also 
used. This means issuing of weekly statistics, periodical reviews 
about the money market conditions, public finances, trade and 
industry, the issue of weekly statement of assets and liabilities in the 
form of balance sheets, etc. 

24. Nationalisation of Central Banks. There is now a movement 
in various countries towards nationalising their central banks. It 
has been done in England. The Government of India has also intro- 
duced a Bill in the Dominion Barliament with the object of nationa- 
lising the Reserve Bank of India. In India even the nationalisation 
of Imperial Bank of India, the biggest commercial bank, is also under 
contemplation. Let us examine the pros and cons of such measures. 

In favour of nationalisation it may be said that these banks are 
alrrady regarded as public institutions. They are meant to promote 
national interests rather than the interests of the shareholders. A 
maximum limit is imposed on the dividends that the central bank 
can declare. The shareholders are getting just as much as the 
investors in government '•securities get. Thus in fact central banks 
arc more or less national institutions. When they are so in fact whv 
not make them in law ? 

.Secondly, the government will be in a position to act more ex- 
peditiously and firmly in national interests without in any way being 
hampered by the consideration of the shareholders’ interests. The 
nirectors will no longer represent private individuals but will be 

's 
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nominated by the government. As representatives of the .shareholders 
they have certain susceptibilities which have to be respected. But 
as nominees of the government their outlook will bo entirely different, 
They will be able to bring to bear a single-minded devotion to the 
furtherance of national interests, 

Thirdly, as the central bank paj's no interest on deposits, it makes 
enormous profits. If the banlc is nationalised all those profits go to 
society rather than to a private body of shareholders. 

Fourthly, the central bank is mainly concerned with the govern- 
ment business, e.g„ collection of taxes and other dues, disbursements, 
and raising and management of government loans. It supplies cur- 
rency which is particularly a government's function. It is a matter 
of great national importance that the currency supplied to the 
public is a sound one. It is therefore cnly in the" fitness of things 
that the bank should belong to the government. 

FiftlJy, the business of the central bank is of a routine nature 
and is a monopoly. Jt, therefore, easily lends itself to State manage- 
ment. ^ 

Finally, in these days socialism is in the air. Nationalisation 
of the central bank will he a step in this direction and will meet the 
wishes of a large mass of the people. 

The opponents of nationalisation point out the dangers of 
bureaucracy. It is said that banking is a commercial enterprise and 
must be run stricfly on business principles and this the permanent 
State officials will bo incapable of doing. Promotion is by seniority 
and their tenure is permanent. They lose all initiative and incentive 
for better work. Tboj’’ are tied down by red* tape. 

Further, banking business is of a very technical nature and as 
such beyond the Understanding of an average minister. He will 
therefore be completely at the mercy of the permanent officials. 

It is also pointed out that nationalisation is unnecessary because 
already the central banks arc run in purely national interests. The 
shareholders only rcjeive the dividend which after all is not much. 

But the greatest danger of nationalisation is that the central 
bank may be made a mere pawn in cho ga-ne between political 
parties. An unscrupulous ministry may use it ns a tool for promoting 
party ends as distinguished from the interests of the nation as a 
whole. ' ‘ 

On tho whole wo may say that the proposal for the nationalisa- 
tion of the central banks has much to commend itself and the dangers 
are generally exaggerated. 
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CHAPTER XXXVm 
THEORY OF INTERNATIONAL TRADE 


i. Introduction. So far ■we have been joncemed tFitb the 
problems arising out of exchange of goods and services within the 
same country. Now ■wo turn to tho study of problems that relate to 
the exch.ange of goods and services between persons living in dif- 
ferent countries. 


It .should be noted that the difTcrcnce between ipternal trade,, 
and international trade is only a diflerenee of degree, not ofjand. The 
Fundumorital principles in both casc.s are the same. Inlernallohal 
trade liijc the homo trade is the result of division of labour. In both 
cases the exchange of goods takes place between persons, though in 
the case of international trade the parties livo^n difiorent countries. 
Moreover international trade is regulated by very much the same 
principles as trade ■within tho same country. Just as in the internal 
trade people specialise in producing goods in which they bavo the 
largest comparative advantage, the same happens in international 
trade. Similarlv consumers purchase in the cheapest market both 
in tho home and the international trade. The differences are there, 
but they are, as we have said above, only of degree, not of kind and 
' that justifies our treating international trade and its problems sepa- 
rately. 


2- Separate Theory of International Trade ? There are 
sevbral differences, though of degree, between tho homo trade and 
foreign trade which necessitate the formulation of a separate 
theory of international trade. These differences may bo noted ' 


^ First, mtbin the 6 ame_ country labour and capital are more 
mobile than they nre_ between .different countries, TKsTias'ir'great'"" 
significance as "we shall sec presently. There are various reasons for 
this difference. As regards labour, as Adam Smith puts it, human 
beings are the ^ most difficult to move. People do not move easily 
out of their native country even if they can command higher wages 
elsewhere. Many reasons are responsible for this ; differences of 
language, traditions, religion, customs, social and political life, etc., or 
mere inertia may keep them at home. Capital is more mobile than 
labour. But even here people prefer to invest tbeif sa'vings in their 
orm county for various reasons. A foreign loan must offer a Jiigher 
loan. The investor has a greater sense of seeiiritv 
11 his capital 13 invested In his own country'. 

The result of this comparatively greater immobilitv of labour 
and cajutal between countries is that competition fails to make costs 
ot production of similar goods equal as it does in the same country. 

advantage to different countries in tho production 
of different commodities. Thus different.j!ountries become non- 
conipetmg groups, — — 
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We do not mean that non-competing groups do not exist within 
the borders of the samd country. They do, but that is not typical. 
Since labour and capital move easily such groups tend to disappear. 
This is not the case between countries. There such differences have 
a greater permanence. 

There is another consequence of comparative immobility of 
labour and capital as between one country and another. Within a 
country, price in the long run tends to approximate to cost of 
production, because labour and capital can easily move into or move 
out of an industry if the price is more or less than the cost of 
production. This cannot happen in t he case of internatio nal tra^e 
where cost of acquisition takes^jt^plape of coat of produotionT" 
Labour and'capi® Being immobile, price and cosf or^odubtiorf can 
seldom approximate. 

Secondly, differenc es ^in.,^dvantage-Jnay.^ri ae- becaus e jof 

na tura l causes like geo graphical and climatic conditions. These Tead 
to'teiritbriar division oflabour ah3n®oa3izSti6n”'armdu8trie8. For 
instance some countries may have particular mineral resources like 
coal, iron ore and copper, etc. Others may have land or climate 
fitted for certain crops like jute in Bengal, etc. Either these advan- 
tages cannot- be transferred to other countries or the cost of moving 
them is economically prohibitive. 

Thirdly, in international trade certain , problems ari se o ut of 
tbe fact that jcpuntries are^ independent sovereigns and canjmrsu^ 
independent po licies with "respect to the movement of goods. Several 
kindsoTfeSi/rictlourihay'Be ^aced on movemenFdf goods bej ond 
their frontiers by States for goods may not move due to physical or 
social barriers. Within the same country such complications do 
not exist or at least not to the same degree. ' 

All these factors justify us to have a separate theory of interna- 
tional trade. 

3. Why International Trade Arises. Why do people purchase 
goods from foreign countries ? In other words, why does interna- 
tional trade lakes place at all I The obvious answer -is, that it is 
profitable to the parties concerned. This is the same reason as 
leads to exchange taking place within the same country. There 
are', however, certain conditions' under wbicb, international trade 
becomes profitable. These are given below. 

(o) A country, may, _tq_ monopoly, enjoy^an^ absjolute 

advantage in the production of a certain commodity. This "advam 
tagemE^birdtiFto''preS6ficrof certainTaw maWialsr'quality of the 
, soil, climatic conditions or any other similar cause. Other countries 
then must import such a commodity. For instance India and 
Pakistan together have an absolute advantage in the production of 
jute, South Africa of diamonds, East Indies of rubber, etc. Countries 
which do not possess these advantages obtain these goods through 
international trade. 
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(6) Some goods may be produced in the Jipme. count ry but the 
espeuse involved may be prohibitive. “By -means of^assesTnotT" 
beds, and hot walls.” wrote Adam Smith, very good grapes can be 
raised in Scotland, and very good wine, too, can be made from them 
at about thirty times the expense for which at least equally good 
wine can i>e bought from foreign countries.” Lately Germany was 
able to produce artificial silk, artificial petrol, etc., at enormous cost. 
But the reasons here were political and not economic. Normally 
this is not done. A country may thus specialise in the producUop 
of goods which it can produce more cheaply than other countries and 
get by exchange other goods which are more expensive to produce 
at home. ' - , ‘ 

(c) l( 7na!j, however, pnij a country io^iinport goods 
even if she could produce them more cheaply than the Joreign^puplni 
from which such goods arc imported. This is due to the fact, that 
the importing country may find it ' more profitable to specialise in 
the production of some other goods in which the degree of advantage 
over the foreign country is still larger; 'This is the tJieory_oX..G®7^'- 
pam/irr; cosb which we sh.all further explain below. This'idea may 
■ be made clear by an example. ' Suppose yon can cook your food 
better than your servant. Still it may be worth your while to 
employ a servant for cooking, if the time and cnergj'* thus saved 
can be employed by you to more profitable employment in whioh 
your advantage over the .cook is still greater. 

4. Essential Condition of Permanent Inlornationol Trade. 
One essential condition of permanent international trade is the 
dtjjerenccjn jhc ratios of comparative costs. Take the following 
example ; — 


Country A 

Cost of production per md. of wheat Rs. 4 
)i .1 ,j „ cotton Rs. 10 

Ratio of comparative cost 1 : 2.V 


Country B 
Rs. G 
Rs. 1.5 
1 ;'24 


In this case the ratio is the same (1 ; 24) in both countries 
(Note when you want to find the ratio of comparative cost you 
eompnrcJh§j:osLs of the iivo.arJirJe.s-h) the same country and not of the 
same article in <7ie,,tti!o.-counlries).- Tn this case permanenFlnterna- 
uional trade cannot be established between the two countries. The 
trade wiU start no doubt, because both' of the commodities are 
cheaper in A and dearer in B. A Vill export both commodities to B 
and money will move from B into A. The result will bc^that prices 
will begin falling in B and rise in A. As the ratio of comparative 
cost is the same, the rise of prices in the one country and fall in the 
other will be similar so th.if in the case of both commodities' 
sinultaneously the prices will be equalised aiid trade will come 'to 
an ena. , , • 
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within the same country the mobility of factors pf produotioni was 
BufScient for profits to tend for the same level. This did not happen 
as between countries. The classical theory was thus completed with 
Gairnes. It was believed now that while within a country commo- - 
dities exchanged in the ratio of their cost of production as between 
countries the reciprocal demand was the determining factor. 

6. Recent Modifications of the Theory. Though the classical 
theory is accepted in its essentials by modern economists, certain 
modifications have occurred both in matter of emphasfs and also 
as regards its manner of illustration. These modifications are worth , 
noting. 

(t) The classical economists measured costs in terms pf days of 
labour. This wa's due'tp lhejr belief in the labour, .cheory'-bf. value. 
Since'the labour theory “stands rejected modern writers do not 
express costs of production in terms of labour. ’Ihey state the 
theory in terms of the marginal cost of production as expressions of 
the degree of relative scarcities of the factors of production. Thus 
according to modern terminology a country tends to jexport^those 
goods which are produced by the relatively more abundant/acfofsp 
and' to import those' 'goods ther produbtioh' ’.of '‘.w.hicSl- requ ires 
factors’ that are relatively scarce in that^ountrj’. — 

(ii) The Ricardian theory assumed constant returns as produc- 
tion was expanded as a result of greater demand for international 
trade. 

Modern writers have elaborated this simplified version by 
indicating the influences of the laws of increasing andjliminishing - 
;rp,turns. . Thus if the greater scale of produotibn reduces costs per 
; unit, the comparative advantage will be increased. If on the other 
hand the larger output raises cost per unit the comparative 
advantage may diminish or even disappear. In the latter case 
international trade in such goods will stop altogether. 

[Hi) The Ricardian theory did not explain the terms of exchange. 
Comparative costs decide which articles will' enter 'into iritetriationar”" 
trade, but do not determine the terms of exchange, t.e., how many 
units of the imported product will be commanded by a given 
number of units of the exported product. Early Ricardians following 
Adam Smith relied upon the “higgling” of the market, a rather 
vague term. According to modern, analysis the.ratio. nf.exc hn.ngp is 
determined. by -the elasticities of the demand.of each country, for the 
products of the other. Thus as in our example if profitable trade”' 
results between A and B countries, the former specialising in wheat' 
and the latter in cotton, the rate of exchange will be* determined by 
the degree of elasticity of demand of A for cotton and B for wheat. 

If A s demand for cotton is more elastic than B’s demand for wheat, 
the terms of exchange will be favourable to A dr for a given amount 
of wheat A will receive more cotton add vice versa. 

7. The Modern Ysrsion of the Theory. In the light of the 
: above im^caticms let us illustrate the Theory of Gomparativ'e 
Costs in its modern version. 


Theory op international trabe 


m 


A ll trade tak es place hccausp of the difl'e-i;ci)cea«jji.ll)fi. coat of 
PJSdi!SS5ZISplriiiffCTcnct^tnrProrYEiw~typc>s : 

Absolute differences in costs. 

Equal differences in Costs, 

Comparative differences in costs. 

Trade is possible under (t) and {in) but not under (w). Let us 
take examples : 

(i) A6soI'it<e differences. 

In countrv A producing wheat is Rs. 6 per md. 

^ I „ „ ,t cotton is Rs. 10 i)er md. 

In country B ^ producing wheat is Rs. 10 per md. 

^ » >, cotton is Rs. fi per md. 

Since price tends to equal the marginal cost of production, in 
countrj' A one maund of wheat will exchange for ] maund j^of cotton. 
In country B one maund of wheat will e.xchange for 2 maunds of 
cotton. Thus ; 


Country A : 1 whoat=J cotton, 
„ B : 1 wheat=2 cotton. 


Cost ratio. 
1 : 2 


i-i 


y 


Thus A has absolute advantage in wheat and B in cotton. A 
will specialise in the production of wheat and B in that of cotton. A 
will gain so long as she can get more than | maund of cotton for a 
maund of wheat. B will gain so long as she can get a maund of 
wheat for less than 2 maunds of cotton. The rate of exchange will 
be somewhere between ^ md. and 2 mds, of cotton for a maund of 
wheat. The actual rate will depend on the relative elasticities of 
the demands of each party for the product of the other! This we 
shall see later. 


Trade due to absolute advantages usually exists between tem- 
perate and tropical countries which lead to absolute advantages on 
account of climatio and other differences. 


(ii) Eqml differences. When the comparative advantage is 
equal, no trade arises between the parties. 

Thus s 


In country A 
In country B 


Marginal cost of producing wheat is Rs. 5 per md. 

„ „ „ cotton is Rs. 10 per md. 

Marginal cost of producing wheat is Rs. 4 per md, 

„ „ „ cotton is Rs. 8 pet md,. 

' cost ratio. 


Thus in country A : 1 Wheat=J cotton 1 : 2 
in country B : 1 Wheat=i cotton. I : 2, 

Under the above conditions no benefit will accrue to the parties* 
through specialisation. If A_ specialises in wheat and B in cotton, 
A can only gain if I md. of wheat gives her more than maund 
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of cotton. Tint H mil not kjvi- more fltiii i inauml of cotton for 

11 inanmJ of uhLot. '•nn. ‘>tn- cm jnoauic tliot mnU\ at Uoint by 

trnnsfeiiinc prodnotivi rcsonn ' from lolton to « licit. livt n if 
tradoatart ‘1 it miH coino to an end after <omc time ni explained 
< arlicr. 

('ll) fJomparaOtM ihlji ft n'<” tii co‘‘f, Wlc'n tin' comparatiro 
advantage i<! different tr.adc will ani». 

Tims : 

, , iMnrcinal coet of producing lalu.at jr Ila. 7 a md. 

Inconntrj'A^ cotton ia Ks. 14 a md. 

V. I Marginal roM of producing wh* it i*? It*’. 0 a md. 
Inrountrj'Ii| eotU-ni-, its. 7 a md. 

In thi*s caac comitri It can pr'iluce hotli v.h'at and cotton 
cln aper than lountry A." Tint tin comparntiic .advantage m hig’ncr 
in the production of cotton than m that of ailit.it. Ontheotlar 
hand A has a (omparaliic di*. idv inUtg. in tlu jirodnetion of both 
tile coinriKiditifs but tin *li~ idi'a.it .gi is lo.air for wheal than for 
cotton. 

Tima in : f'o 1 ra^^o. 

Country A : 1 md. of uhc.at — 1 tnd. of cotton 1 ; 2 

„ B : 1 md of v.]\(^t=^|. or *71 md. of cotton 1 : I'j- 

It Mill therefore pay < ountry B to hjiccialBc in tin* jirodnclion of 
cotton and A in wheat 

Whal wilt Ik th lam’; of irair t B Mill gain ns long 
ns sin* can get a nnnnd of Mluat by parting Milli leas than 
‘71 tnd of cotton \ miU gam us long as s]i(> umgit inor** 
than •.■)() inaund of < olton hv putmg with .a maiind of win at. The 
rate of exchange Mill lu hctMccn 

1 md of wheat — ‘.'O nul. of cotton, 

I md. of Mlnnt— 71 md. of lotton 

The actual rate Mill depmd upon the relative elnsficjties of 
demand-of each party for the goods of the other. 

If the demand of A for cotton is more elastic than the deniand 
of B for wheat, the rate of exchange Mill be more favourable to A. 
This is so because A m-iU he less anxious for cotton than B is for 
wheat. On the other hand in the opposite ease the rate of excltango 
will he more favourable to B. 

When the rate of exchange is favourable to A it is nearer the 
1 md, of whcat=‘7l rad. cotton limit. When the rate is favourable 
to B it is nearer the I md. of wheal oO md. of cotton limit. 

The margin of gain in this example is qnite narrow. In nctwil 
practice trade will arise if tlie maigin is fairlv Made to counter- 
balance any inconveniences involved in such a trade. 

Such is the theory of cempantive c*ists Then where do-s 
exactly the dilTerenee he im ts npplic.ation to foreign trade ? - 
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Wc have said in the beginning tliat nl! trade arises because of 
differences in cost-a. In the cose of the same country there is a 
tendency for differences in conijjArative costs to disappear on account 
of the comparative ease with which factors of production move from 
employments with lower rewards to cn)pIoyment8 with higher 
rewards. Commodities thus tend to exchange within the same,^ 
country according to their respective marginal costs of production. 
This adjustment docs not take place bettvecn countries duo to 
obstructions in the mobility of factors of production. Thus arise 
permanent differences in comparative costs which make international 
trade profitable as explained above. But such differences in com- 
parative costs may arise between different regions of the same 
country due to the lack of mobility of factors of production between 
those regions. Tims ‘'non-competin'r groups’' may exist %vithin the 
same country. In that case the theory of comparative costs will 
apply to home trade as well. It is due to this that modern 
economists deny that international trade requires a special theory 
to explain its emergence and operation. But since differonoes in 
comparative costs arc more characteristic of different countries than 
of tho regions in the same country’, .special notice is tairon of thb 
theory while discussing trade between nations. 

Wo may sum up tho theory of comparative cost in general 
terms. An individual is able to perform many tasks but he does 
not do all. Ho selects that work which pays him most. A doctor 
can also do tho dispensing but he docs not do it ; a lawyer, can 
perhaps type, but he doca not do it ; a profe.s.->or can teach his 
son but he does not do it. All those people find it to thoir 
advantage, and it is also to tho advantage of tho community, that 
infectot work should be left to inferior person. lu that cose time 
and energy will bo more jirofitably employed. 

The same principle works in international trade. Gonsidoring 
climatic, conditions, distribution of mineral and other' 'natural 
■resources, geo^aphicaRpo-jition” and, physical configuration every / 
qbpnky seems to bo bettor suited for tho production of certain 
articles rather tlian Tor 'others.^ It will bo to tho advantage of each 
country, as well as to the advantage of world ns a whole, that each 
country specialises in tho production of those commodities for which 
it has greater relalivc advantage. In that cuso productive rosourees 
of that country wilt be more remuneratively employed. 

It is generally seen that the commodUie.s are produced where 
tho cost of production is the Icodt. Bub this fact in itself does not 
lie at the basis of international trade. Rather the principle of 
comparative cost implies that a country may Bpecialisc in tho pro- 
duction of certain commodities and import those articles which it 
can produce at a 'lower cost. England imports dairy products from 
• Denmark although their cost of production in England is less. The 
reason is that England is able to get much better return from 
labour and capital invested in other directions, say machinery, and 
the loss from the purchase of cheese and butter is more than 
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made up. ‘The theory of comparative costs as applied to interna- 
ti(mal trade is therefore that each country tends to produce not 
necessarily what it can produce more cheaply than another country, 
but thoio arti'.les which it can produce at the greatest relative advan- 
tage i.e., at tie lowest comparative cost.' 

Like other economic laws the principle of comparative cost also 
is a mere btalemcnt of a tendoney. In actual practice the operation 
of the tiieory is hindered bj- frictional influences such as differences 
of .anguace," custom, religion and above the unwillingness of labour 
and capital to be guided by purely economic considerations. They 
arc also influenced by political motives, commercial practices and 
general security. 

8. Why Competition in International Trade ? According to 
the theorj' of comparative costs each country ought to specialise in 
the production of such commodities in which it has got greatest 
relative ad ventage. Each country will have its own separate sphere 
of productive activity. Such specialisation should lead to co-opera- 
tion rather than competition, each country supplying its specialities 
to the other. But we find that there is often cut-throat competition 
in the international field leading often to bitter international rivalries, 
and then wars. It was Japan’s industrial and commercial superiority 
that made England and America hostile to her. What then- is the 
explanation ? 

In the first place, as we have already said above that the princi- 
ple of comparative costs is a mere statement of a tendency whose 
operation is thwarted by frictional influences. This theory is based 
on the assumption of free trade which does not exist'. -“> Economic 
nationalism has kd to the adoption of various devices like import 
duties, quota system, exchange control, etc., which hinder free inter- 
change of commodities. Specialisation is, therefore, far' from complete 
and some competition is natural. 

Secondly, comparative advantage is not an establisheiLJact... 
recognised and respected _ by all countries. We seldom attain a 
positioner equilibrium or stability at which we .might say that 
each country has established unquestioned superiority in production 
of certain commodities. The fact is that each country is constantly 
striving to attain a position of superiority : each country is trying 
to discover where its comparative advantage lies. Hence some 
commodities are simultaneously produced in different countries and 
competition is the result. .. 

Thirdly, competitionis more apparent than real. Competition 
is rendered unequal by the o^tation of Buch'faoEors as tariff barriers, 
transport costs and Swadeshi .sentiments. In the abstace of these 
factors there would have been no competition. 

Einally, the danger of diminishing returns stop further nroduction- 
of a commodity in a^country and it haFpartlv tb KTinported. There 
will Mtnrally be some competition. If the industfy"h'id biSff subject 
tolatv ofmorea^g returns the sphere of comparative costs would 
nave become -wider. - _ 
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9. The Gain From International Trade. The gain from all 
trade, including international trade, arises on account of the advan* 
tages of division of labour. Division of labour among different 
countries arises on account of dOFcrcnces in comparative costs in 
addition to differences in absolute costs of production. When cost 
differences are equal no net advantage accrues. We may • take the 
examples discussed in the previous section to show how this gain 
emerges under {*) and (Hi) and does not come about under (ti). 

(i) Absoluie differences in cosl^. In country A (as is clear from 
the cost ratios) a unit of productive resources produces either 1 md. of 
wheat our i maund of cotton. In country B a unit of productive 
resources produces either ll md. of wheat or 2 mds. of cotton. If 
each of these countries invest two units of productive power, 
without specialisation total production will be 

In A=1 md. of wheat -fi md. of cotton. 

In B=1 md. of wheat +2 mds. of cotton. 

A-fB=2 mds, of wheat -f-2i mds. of cotton. 

If A produces wheat only and B cotton only the investment of 
the same productive resources will give ; 

A =2 mds. of wheat, 

B=4 mds. of cotton. 

A-f jB= 2 mds, of wheat-1- 4 mds. of cotton. 

Thus by specialisation the same productive resources can be made 
to yield a surplus of U mds. of cotton. This is the gain from trade. 

(li) Equal differences in costs. In the second case total produc- 
tion without specialisation and with specialization is the same. 

Wiihoxit specialization ; — 

A— 1 md. of wheat -f-i “d. of cotton, 
md. of wheat +4 md. of cotton. 

A-f-B=2 mds. of wheat-f 1 md, of cotton. 

With specialization. A producing -wheat only and B cotton only ; 

A— 2 mds. of wheat, 

B=1 md; of cotton. 

A'fB='2 mds. of wheat-hl md, of cotton. 

(Hi) Comparative differences in costs. In the third case a surplus 
arises with specialization. 

Without specialization ; 

A— 1 md. of wheat-f- ‘50 md. of cotton. 

B~1 md. of wheat-f *71 md. of cottoh. 


A-fB=2aQd8. of wheat-f 1’21 mds. of cotton. 
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ITiJ/j sjKcializalim. A producing wheat and B producing cotton 
only : — 

A =2 mds. of wheat. 

B=1'42 mds. of cotton. 

jV-j-Bs=2 rods, of wheat-rl-4'2 mds. of cotton. 

surplus=*21 mds. of cotton. 

This IS the gain from trade. / 

10. Factors Determining the Size of the Gain. It will be 
clear from the above analysis that the total gam from international 
trade depends upon the differences in the cost ratios in the two 
countries. The larger the range between the comparative costs the 
creator tiie total gain. In the words of Harrod : 

“A country gains by foreign trade if and when the traders pnd 
that there exists abroad a ratio of prices very different from that to 
which they are accustomed at home. They buy what to them seems 
cheap and sell what to them seems dear. The bigger the gap be- 
tween what to them seems low points and high points, and more im- 
portant the articles affected, the greater will the gain from trade 
be.”i 

As regards the share of this gain accuring to the ^^arties this 
will depend also upon the terms of trade, i.e., the ratio in^ which 
wheat exchanges for cotton in our example for instance. This ratio 
as we have explained depends upon the elasticities of the demand of 
one country for the' goods of the other or the intensity .of 
reciprocal demands. 'iVboever is more keen to purchase or sell will 
be the loser in the bargain. 

The gain from international trade will be shared through the 
level of money incomes in the countries concerned. These levels 
also will indicate which country is getting a better bargain. A 
country will have a high level of money incomes if its goods are in 
constant demand in the outside world. Greater foreign demand will 
tend to raise wages in export industries. The prosperity of such 
industries will affect favourably the wages in other industries too. 
Competition will compel these other industries to bring their wages 
to the level of export industries. Failing this labour will tend to move 
to industries offering higher wages. Thus all incomes will tend to 
rise. Though domestic mone 3 ' incomes will thus rise, the prices of 
foreign goods will be low and people will gain as consumers of 
foreign goods Converselv a country whose demand for foreign goods 
is^ high will tend to have low money incomes but will have ' to pay 
higher prices for foreign products. 

11. The Real Nature of Comparative Costs. While dealing 
with value we had occasion to explain what is regarded as the real 
nature of costs b\’ modern Economics. All costs are transfer or 
opportunity costs, except in the case of those factors 
which ar e specific to one particular use, i.e., cannot be put to any 

!• Harrod : InternatioiinJ Kconomics : p, 34. , 
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alternative use. Comparative costs can also be explained in ^similar 
terms. 

While explaining the theory of comparative costs we referred 
to money costs of proSuction. But ultimately speaking money costs 
merely reflect the exchange relations between goods that lie behind 
them. What are then the real costs. For Ricardo real costs were 
labour costs But he only took account of one particular factor 
of production, namely homogeneous labour. Cost of production con- 
sists of several factors which are of different kinds and grades. Some 
of these factors are specific (i.e,, can be put only to a single use) 
others have alternative uses. All these must be taken into account 
if a satisfactory theory is to be evolved. 

Costs that determine exchange relations are essentially oppor- 
[ tunity or relative costs. These costs arise because resources in a 
country are scarce in relation to the demand for^them. If the resources 
are used for one purpose they have to be withdrawn from another 
purpose or alternative use. If for instance certain resources are 
used for the production of wheat they cannot bo used also for the 
production of cotton assuming the latter to be -the alternative use. 
Now suppose that in a certain country to obtain a maund of wheat 
resources have to bo withdrawn from the production of cotton so 
that 11 maunds of cotton is to be sacrificed. In that country, there- 
fore, 1 maund of wheat costs 14 maund of cotton. The ratio 1 : 1^ 
is the ratio of costs between the two commodities. We can term 
this as comparative c6st ratio or opportunity cost ratio or substitu- 
tion cost ratio because this indicates the rate of substitution of one 
commodity for another. 

These substitution ratios arc likely to differ from one country to 
another. This is because different factors of production are found in 
different degrees of scarcity in different countries. If factors could 
move freely from one country to another these degrees of scarcity 
would have tended to equalise. But since, due to the reasons already 
noted, factors are not so mobile between countries these differences 
remain and hence create more or less permanent difference in compa- 
rative cost ratios. Thus international trade is made possible. Thus 
if country A in our example has to sacrifice one maund of wbbat in 
order to produce 14 maunds of cotton and if it can acquire more 
than 1| maunds of cotton from country B where the substitution 
ratio is different by offering a maund of yheat, it will be profitable 
for A to produce wheat only and get cotton by exchange. Similar 
reasoning will apply to country B. ' < » 

It should be noted that substitution ratios need not necessarily 
remain constant in any one country. They may change on" account 
of the operation of the laws of increasing or diminishing returns as 
the output changes. , 

The argument that we have developed in relation to "two 
commodities and two countries can be extended without contradic- 
ting the essential principle to embrace more than tw6 commodities 
and countries. ’ ' • ’ 
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12. Advantages of Foreign Trade. We may now refer in a 
general way to the various advantages that accrue to countries 
engaged in foreign trade. , 

(i) In the first place is the great advantage we have already 
considered above. This epringa from the principle of division of 
labour as applied between the various countries. Foreign trade 
enables countries to specialise in the production of those goods" for 
which they are best fitted or in the production of which^tbey 
enpit The ffreafest advantage. This leads to the prodution,of goods 
I under the most favourable conditions and thus increases the total 
, wealth and welfare of the world. 


'Ll 0- ™Qsumer3 foreign „tradB„en' 

ables them not only to enjoy the products of foreign countries^ which 
thew own country could never produce, but also to get their reguire* 
ments from the cheapest markets of the world. The very fact tfiat ' 
gHjds are imported from abroad shows that their price is cheaper 
than of a sumlar homo product, 

”, , (*'*'*) During times of famines and scarcity foreign trade„en*> 
ables the people of a country to maintain their life and health 
rougn importation of food from abroad. In the absence of 
would mean death of millions as happened 
ai m Bengal when Burma rice could not come due to war 
conditions. 


foreign competition keeps the producers at 
of produotiom ’ M5r6ovc7. it te^ 
10 prevent monopolies and promotes' competition generally. “This 
ixeeps prices comparatively low for the consumers. 

pan countries which lack essential raw materials 

dovpJnnT^lrH • ’“ports. This encourages industrial 

well pmiinrio.i^^xT'^ ^‘re othewiso 

the best to utaizaUon of raw materialsjg^ 

however Trade. The above advantages, 

, are counterbalanced to some extent by disadvantages. 

tial Jead to exhaustion of essen- 

For Ss£ce man ^ be replaced, 

nese mierptf 1 ?^ important minerals of India like manga- 

in the orim'n^^^^ country more or iL 

If they wSe out of them. 

India became industrfalS r" futuTdS?^^' 

petition aiS^v^n^dumDinp^.^°^f ^ Industrie to outeide-com- 

Indian handicrafts durinv®thfiQfif'°'^~f^ goods. TEe'deoay of the 

balance oToreoonomTfndU™*’®^^ the 

ed after the c^uZT^s 
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Fi?EE Trade versus protection 

oemi oSiEotHit’’?' ’“rS.r “”• 

2rdr”s.lEL'r„''f "r 

to move freely into and out of goods be allowed 

tionsbe placed on «stric- 

what circumstances and in what placed, under 

Moreover, we shall see how tT. .^re they justified ? 

actually behaved in thij matter. countries of the world have 

movement o^gooS between Tnu*^t’' ^ policy of no restrictions on the 
Trade. RestrfctiMs nlaced S as the policy of Free 

dusiriea is the policy of nrnte’f>T-^^ ^ safeguarding home in- 

words of Adam Smk thrt?-“‘ h 

system of commercial’ no W ^ denote “that 

domestic and foreien commn.^M°^ draws no distinction between 
additional burdens^on the la^ir^ therefore neither imposes 
the former. ”1 Free Trade special favours to 

of all duties on oSmSs T ol Iv°“ 

.«P=..a .»w,j t., A ES'fofp 

intemationKadTilrSv^evfmin^H^^^ef ^^coiy of 

words of Cairnes, “If nations onlw previous chapter. In the 

^nlage, .ri.„'f,o„ Sr.l LriX” 

action in tradin<r can ^ with their free 

from an advantage.’’^ Lons before of debarring them 

a foreign country can supplf us with ^ 

we ourselves can make better hnv it v commodity cheaper than 
of the produce of our owffncwU some part 

we have some advantage ” TTo ®niployed in a way in which 
advantage which ourcouliiy hSover ^ ft. •• “’^^ctheT the 

^hoLaLm^tfrtheXfw^^^^ th° 

r fSs £rs 

trade 18 the extension“e doctri? r.??’ . ^he doctrine of Le 
the words of Adam'"^'*?!, 

"individuals 

13) tVe^uh of N.tioas, Bk. IV. Chap. n. ‘ ’ 
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find it for their interest to employ their Industry in a way in wWoh 
they have some advantage over their neighb oura." And,, he 
adds, “vf^hat is prudence in the conduct of every private family can 
scarce bo folly in that of a great kingdom.” In short the free 
trade^heory is that such a policy enables every country to devote 
itself to those forma of production for which it is best suited on the 
basis of comparative advantage. 

3. England the Champion of Free Trade. The free-trade- 
versus-protection controversy emerged in ■ England early in the 

' 19th century after the end of Napoleonic Wars. The free trade 
argument met with success due to several oiroumstanoes of the times. 
Among these were : (i) Industrial Revolution oarae first in England 
and gave English industry a start over other countries. The new 
industrial class wanted cheap raw materials, wage earners cheap 
food and manufactured products cheap markets, (it) -Tlie Reform 
Act of 1832 gave the new commercial and industrial clakos political 
power. 

Various measures were thus passed for the removal -of restric- 
tions on trade An Anti-Ooed-Law League was formed at Man- 
Chester in 1838-39 under the leadership of Richard Oobclen and 
John Bright. The Irish Potato Famine helped the League and Corn 
Laws, which restricted the importation of ,food grains into England, 
were repealed and the reforms of tariff in 1853, and 1860 removed 
protection from the British fiscal system. 

England imposed her free trade doctrine in India too with 
serious consequences on the latter’s handicrafts, which fell victim 
to' the competition of cheap machine-made goods from Gre;it Britain. 
For short periods free trade propaganda was popular in France 
and Germany but soon reaction appeared. 

England was a free trader because it suited her interests. Other 
countries that entered the industrial field after England could not 
flourish on the free trade philosophy. Reaction in favour of pro- 
tection came first from the U. S. A., later from Germany and subse- 
quently from other countries. India adopted a policy of di- 
scriminating protection from 1924. Even England in the face of 
newly developed rivals had seriously to modify her free trade 
position during the last world depression, 

4. The Rise of Protectiomsm. The term protection is used 
to denote a policy of encouraging the native industries by the .use 
of bounties dr by the imposition of high customs duties on foreign 
products. The object is to build up gfeaf ' national industries 
even by saorifloing utilitie-s on the part ' of existing consumers. 
Political considerations are mixed up with economic ones in the 
protectionist theory and practice. “The need’ for maintaining 
economic independence, the danger of ‘invasion’ of foreign goods add 
•tribute’ paid to foreign producers from whom goods are purchased 
— suoh are well known protectionist pleas which show by their 
form that they have originated in a time of internittional confl iot.’u 

(7) i’elgraVa ; pp.' oit, i 
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But a still deeper and wider element is the sentiment of na- 
tionality. “To the loyal citizen the promotion of native industry 
and economic interest seem a duty nearly as imperative as the 
defence of the national territory against invasion.” The most 
porrerful arguments in favoui of protection are thus political and 
not ecommio. “The advantages of diversified industry, of hilSband- 
ing national resourcess, or of maintaining certain industries that 
would disappear under free trade ate not believed to be mainly 
economic/’^ 

Brohahly the earliest statement of the protectionist theory in 
its modern form is contained in the famous Report on Manufactures 
(1791) of the American stateman Alexander Hamilton. In it he 
Btronglj' recommended encouragement of home industries for greater 
variety of employment, greater enterprise and in the interests of 
defence and security of the nation. He laid down tests for determin- 
ing what industries should be assisted: (i) existence of necessary rap 
materials, (ti) extent of possibilit}’ of substituting machinery for 
labour, (iii) practicability of the policy, (ia) existence of markets at 
home, and (v) importance for defence. Thus he developed the 
famous infant industries argument. 

Protectionism appeared in the U. S. A. early in the 19th century 
for various reasons. Revolutionaty and Napoleonic wars caused in- 
terference in commerce with England which was the main sonree of 
manufactures. Again commeroial relations were suspended during 
the war of 1812-15 This gave American industries opportunity to 
establish themselves, especially in the north-eastern part of the 
country. Some of them suffered from British competition when 
trade uas resumed. It was because of this that protectionist argu- 
ments appealed to the people of America after 1815. In the State 
of Pennsylvania a leading school of protectionists arose under 
the leadership of Henry Carey. Carey supported protection among 
others on the ground that it leads to diversifiction of employment 
while specialization under free trade compels the whole population to 
employ themselves in scratching the earth, in the carriage of 
merchandise or in the work of exchange He also advanced the 
argument that the export of agricultural commodities led to the 
exhaustion of the soil. S.N. Patten (1852-1922), another American 
Economist, used similar arguments in favour of protection. 

In Germany, Prederioh Li--t upheld protectionism 0 |n similar 
grounds. Protectionism in Germany was the child of the nationalist 
philosophy of that country. German national philosophy originated 
quite early. _ In 1800 Eichto had developed the idea of a self- 
sufficient nation. Hegel stressed the political end of the State in 
contrast to the individual’s interest. List was the logical result 
of tbm philosophy. List stressed not the wealth of the individual 
but the good of the State. He criticised Adam Smith on the 
^ cosmopolitan materialist, and individualistic, 

and that he Ignored the nation, which was the vital link between 
and humanity. List fur ther argued that what was 

J. Ibid. ' — 

2. Carey ; Principles of Social Science. Vol. II, p. 242. 
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good for England was not necessarily good for other countries, 
because of the different stages of their development. He stressed 
the necessity of diversification of industry. “A nation which 
only carries on agrioulture,” he wrote, “is an individual who in his 
material production lacks an arm.”^ 

These ideas passed from the U. S. A. and Germany to other in* 
dustriallj' backward countries and contain the main arguments in 
favour of protection. These now may be stated. 

5. ^Arguments for Protection. The main arguments that are 
usuajly advanced in favour of protection are discussed below: — 

{f ) The Infant Industry Argument : J. S. Mill in England accept- 
ed only one argument in fa rour of proteotion, t.c., the infant industry 
argument. In RCll’s words it ran thus : “A protecting duty con- 
tinued for a reasonable time, might sometimes be the least in- 
convenient mode in which a nation can tax itself for the support of 
such an experiment (introducing new industries). But it is es- 
sential that protection should be confined to cases in which there is 
good ground of assurance that the industry which it fosters will after 
a time .he able to dispense with it.”^ 

This argument is accepted by most economists. The argument 
is that if an industry is given a fair period sto develop unhindered 
by foreign competition, it will reach maturity and will then enjoy 
the various economies of scale, until it will be able to stand on its 
own legs without protection. 

This argument specially applies to countries that enter the in- 
dustrial field at a later stage. They possess potential advatages which 
may not become effective unless foreign competition is excluded 
for a period of time. 

The argument, however, has not been universally accepted. It 
is mainly attacked on two grounds t (a) that once an infant always an 
infant. Once proteotion is given vested interests are created and 
it becomes almost impossible to withdraw it, (6) that all sorts of 
industries begin to claim proteotion once this basis is admitted. 
The result is political corruption. 

In spite of these weaknesses the argument has been .widely 
accepted and many countries have industrialised themselves through 
protection given on the basis of this argument, e.g., the XT. S. A. and 
several British Dominions including India. 

The advocates of free trade say that free trade is the ideal and 
and protection at best is only a temporary expedient. 

\ii) Diversification of Industry Argument. This argument was 
advanced among other writers by Frederich List in Germany. Accord 
ing to it a nation should have a variety of sources of production and 
employment. It is necessary for keeping a balanced economy. De 
pending on one industry or a few industries is dangerous, both politi- 

( 1 ) I’.'bist ; Tfa's N’atioaaL of Political Economy.- p. ISO 

(2) J". S. .Mill: Prmcipl snf Poliwal Economy, Bk. V, Chap. 10, Sec 
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cally and economicallj-. politically it means too muoh dependence 
on foreign trade which may bo cnt off during a war. Economioally, 
a' country depending on a few industries is exposed to the danger of 
serious economic disiocation in case some adverse circumstances 
affect such an industry. For countries purely depending on agricul- 
ture diversification is very essential. Agriculture gives comparatively 
lower incomes and also keeps a country weaker in defence. More- 
over, agricultural countries L ave much less chances of cultural and 
social advancement due to the nature of this particular way of cam- ' 
ing a living. The argument applies to India with j-reat force. 

But it must be recognised that this argument outs at the root ■ 
of the principle of comparative cost according to which each country 
must specialise in the production of certain articles. According to 
this argument we advocate pccduetion of even those articles in which 
the country may not have comparative advantage, 

(fti) The Emploj/meni Argument. It is argued that industrial 
development through protection increases employment in a country. 
Conversely, if protection is not given to old established industries 
foreign competition may ruin them and create unemployment in the 
country. The decay of the Indian handicrafts during the 19feh 
centurj- as a result of foreign competition, and the resultant unem- 
ployment and distress among the ariteans is a case in point. Free 
traders meet this argument by saying that protecticn does not in- ■ 
crease total employment, it merely transfers employment to the 
protected industries at the expense of old industries. Conversely, if 
through foreign competition old industries have to disappear the 
people set free can move to export industries for whidh the country 
concerned possesses greater comparative advantage or to migrate' to 
other lands. This reasoning, however, assumes that labour and 
capital can easily move from industry to ; industry or country to 
country. In actual fact due to economic friction this happens very 
slowly. It also assumes that the productive lesouroes of the 
country are already fnH employed, whereas in a country like India, 
there is a chronic under-employment of such resources. 

\/ (iv) Gonservadon of Naiiona} Eesourees. Carey and Patten, had ' 
argued that free trade resulted in the export of agrioultural commo- 
dities from America and thus led to the exhaustion of the soil, 
Jevons in England applied the same argument against the export of 
coal ■which exh^sted coal fields. The same argument has also been 
applied in the Union of South Africa regarding gold mining and in 
India, regarding export of manganese and mica, . ' - 


, JK® argumeiit has force because if a country -exports its ex- 
haustible materials in the raw state it not only lose.s the profits of 
manufaotnre but may be seriously handicapped when the materials 
have^heen altogether exhausted. 

remarked that' 
K is said that it is' essentia) to 
tgSke a hiteffty muitatily stiOrig and in\ar!dlb5e eren thoff-gh iz m'aT 
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not be economically prosperous. Hitler preached to the German 
nation ‘guns are better than butter.' According to this argument a 
country must actively encourage the development of those industries 
■which are 'essential irom the point of -view of defence, even though 
it may result in uneconomic distribution of the national resources. 

The advocates of free trade point out that this is jpolitics and 
nob economics. On purely economic grounds, they saj , free trade is 
the hisi, 

"(vi) The ‘Revenue* Argument, Protection is also advocated lur 
revenue purposes. When protective import duties are imposed, 
they certainly bring revenue. Customs duties in India have been 
fairly productive. 

But it may be pointed out that there is' a certain degree of 
antagonism between the revenues and proteotion. If you give full 
protection, then you will not get any revenue, because full protection 
will mean that our goods have driven oat foreign goods. When 
foreign goods do not oomo in, there will be no revenue from import 
"duty. On the other hand, if you want revenue, then foreign goods 
must come in and compete with our goods, _ and our 
'industries then do not get any protection. This antagonism* however, 
arises between maximum proteclion and maximum revenue. But if 
the duties are moderate then they will yield revenue beside giving 
some protection, it is, however, much better to advocate protection 
for tlm sake of protecting industries rather than for raising revenues. 

'twt) 'Key Industry* Argument. If industrial structure of the 
country is to bo stable and sound, it must develop ‘key’ or basic 
industries, otherwise the foundation of industries will have been laid 
on sand. The country may not have any comparative advantage 
on such industries, but ns they have to be developed, proteotion must 
bo granted to them. 

(vin) 'PairioUsm' Argument. Protection is advooated on 
patriotic grounds. It is the duty of every citizen to use the home- 
made goods as fat as possible. We must, therefore, develop our 
industries, through proteotion if necessary, so that home-made goods 
in the right quantity and quality are made available for use, There * 
was a widespread ewadeahi sentiment in India in the first deoade 
of the present century and it hit bard foreign goods, especially the 
British goods, a« swadeshi was being advooated as a weapon to win 
freedom, 

'^iz) ‘Self-Sufficiency* Argument. Another argument in favour of 
protection is that we should become self-sufficient and may not have 
to depend on other countries for our necessaries. Such a depen- 
dence proves very dangerous during war when foreign trade is cut 
■ off. This argument has a peculiar force at present, because war 
clouds are constantly threatening overhead 

Protection also becomes necessary against unfair competition 
a.‘rfdi4^ fr*dn3 durnffiagi, •dspffetjia'^sd 
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6. Arguments Against Protection. Lot us now look at tbo other, 
side and see what can bo said against tho policy of protection. 

{(■) Vested interests are areatcd. Once certain industries are 
given protection, then they claim it as a matter of right and it 
becomes very difficult to take away protection. Tbo ‘infants’ begin 
kicking if you touch their interests in any manner. 

{»') Protection produces lethargy and acts like an opiate. 
Foreign competition having been removed, it sends the 
home manufacturers to sleep. They do not try to improve, apt! 
technical progress comes to a standstill. 

' (tit) Then there is tho danger of corruption. Tho indnstrialisls 
bribe legislators so that protection is not taken away. This evil was 
rampant in America at one time. 

^(tu) Protection creates monopolies. Taritf is said to he tlic 
mother of trusts. When foreign competition has been removed, th3 
home manufacturers are tempted to combine to reap monopoly 
profits. 

(p) Consumers and unprotected iudufetrios suB'er. This is so 
because imposition of import duties finvariabi}' leads to the rising of 
prices. 

v/ (I’i) The distribution of wealth becomes more unequal- Tho 
system of protection favours the rich capiitalista who grow rich still 
and tho gulf between ‘haves’ and ‘have-nots’ is widened still farther. 

(vii) Protection loads to conflict, friction and retaliation in the 
international dealings. It thus faieeds the germs of future wars.' 

»/ (riii) The most impoitant argument against protection o.i 
economic grounds, is this that it hampers the international division 
of labour so that labour, capital and other factors of production are 
not diverted to tho most remunerative channels. Their distribution 
is not governed by natural economic forces but they are artificially 
forced to follow certains lines. The result is that they do not make 
their utmost contribution in tho world production of commodities. 
The world output is lower than it can be so that the standard of 
living is necessarily lowered. A natural movement towards world 
prosperity is hindered. 

To this argument it may be replied that so long as world citizen* 
ship does not come into existence, the economically backward 
countries must safeguard their interests against the cut-throat 
competition from the economically powerful countries. On the 
whole, therefore, we come to the conclusion that in theory free trade 
may be the^ best, but in practice protection is in some oases essential, 
especially in tho case of economically undeveloped countries like 
India. ^ 

7. Disdiminating Protection. India a «peoial variety of 
protection was introduced in pursuance of the rtcommenc^tiODs jsf 
the Indian Tisoal Commission {1821-22), The late L. Harkishan Lai, 
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the greatest business brain and industrial magnate that the Punjab 
has produced, presented to tho Commission a precept, '‘Protect 
infant, feedjthojchiW and free th e adult.” The GommissibhTecom- 
menSeS’ihe pbliby of Disenmihatmg Protection. Industries were not 
to be granted protection indiscriminately but only those industries 
•were to be protected which, after full inquiry and due deliberation, 
were found to satisfy tho following main conditions ; — 

(t) The industry must enjoy natural advantages in raw materials, 
labour and the home marliet, 

(it) The, industry must bo such that it cannot develop, or 
develop so rapidly as is desired, without protection. 

(in) That the industry can eventually stand on its own legs and 
face world competition. 

This is tho' triple formula that an industry seeking protection 
must satisfy before it could claim protection. This formula has been 
very severely oritioised by Indian economists.^ It is said to be half- 
hearted, halting, dilatory, mutually contradictory and too rigid. Few 
industries in any country can satisfy the first condition. In other 
countries, they rely on foreign sources for the supply of raw materials 
and foreign markets for the disposal of their products. Why should 
India be tied down to the home market and the home materials ? 
To say that supply of suitable labour should be available for develop, 
ing industry is to place the cart before the horse. There must be 
industries first in existence before trained labour supply can be made 
available. Further, if the first condition is satisfied the seoond be- 
comes superfluous, 'f he third condition is a matter of mere personal 
opinion. Also, tlie formula does nob provide for embryo industries. 

There is no doubt that India has been able to save several indus- 
tries from ruin and bring them ,to a stage of maturity by means 
of this policy of protection. But if the formula had been less rigid 
or if it had been more sympathetically interpreted tbeii our indus- 
trial progress would have been accelerated. Industrialisation in 
India is still of a primitive type in spite of protection extending over 
a quarter of a century. 

8. Recent Tendencies Towards Economic Nationalism. Dur- 
ing the two vdeoades following World War I protection took a 
new corajilexion. Economic Nationalism or Economic Self-sufficiency 
became the craze. The motive ultimately was partly political and 
partly economio. 

Locke and Adam Smith had based their philosophies on indivi- 
dualism Hegel and his followers gave importance to the Siate. In 
England Bentham and other ^Utilitarians alsoaccepted the possibility 
of wide State action to promote the greatest happiness of the great- 
est number. As time passed on collectivist tendencies grew more 
and more both as a reaction against the abuses of individualism and 
as a logical result of the growing complexities of eoonoraic life. In 
addition tho State became more and more ah organ of intense 

l Sea B. P. Adarknr— Incfinn Fwaal Polioy. ' ~ ' 
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(1) Legkhitm Prohibition. Sometimes import or export of 
certain commodities are prohibited by law or allowed only under 
defined conditions. Put instance, there are “sanitary regulations,” 
The United States once excluded licet from a certain re'gion in 
Argentina where foot and mouth 'disease attacked cattle. Later the 
embargo ^yas extended to the whole of Argentina. Sometimes 
countries indirectly curtail imports by refusing to export certain 
materials until they hare been processed at home. “Rumania did 
not lot her oil go out except on the condition that it be first refined 
at home, while Hungary will not admit itumanian oil except on the 
condition tint it be refined after it is received. 

( .’} Pxchange Control. Exchange control implies government 
interference with the buying and selling of foreign exchange. In 
this way foreign trade is curtailed and driven into new obaanels. 
Government may ”aIlot’' exchange or ration it out so that importers 
can buy onlv a limited amount of goods in foreign countries. Or they 
may “block" exchange. For instance an American exporting goods 
to Germany may be required to use the marks exchange thus 
obtained in purchasing goods in Germany- Another way is known 
as exchange “clearicg.” Thus a German buying goods worth $1,000 
from America may be required to deposit this amount in a German 
bank, while a German selling goods worth $1,000 to an American 
may draw on this bank for payment. In this way an attempt is 
Made to carry on foreign trade without the use of foreign exobango. 

(3) Customs Duties. This is an old method and consists in 
imposing import or export duties on goods coming into or going out 
of the country, respectively. Import duties are more common than 
export duties. A duty is said to bo specific ivhen it is imposed 
according to a standard of weight or measurement, e.y., one anna per 
yard of cloth or two rupees per maund of wheat, etc. The duty is 
called ad valorem when it is imposed according to value, c.g., 10 per 
cent on motor cars or radio sets, etc. 

Customs duties or tariffs may have either revenue or protection 
as tlieir purpose. To protect cotton industry an export duty on raw 
octton mar be imposed to cheapen it for the manufacturer or an 
import duty on cotton manufacturers may bo levied. The latter is 
the usual method. The revenue and protection purposes are in a 
sense in conSiot. A high pcoteotivo duty by seriously curtailing 
imports may act adversely to revenue. A low duty may give 
revenue hut may be useless for purposes of protection. A moderate- 
ly high duty may bring revenue and may also have protective 
effect. 

(4) Prefereni'al Treatment. Sometimes discrimination is observed 
in the rate of duties with regard to different countries. For instance, 
India gave preferential treatment to certain British goods under the 
Ottawa Agreement of 1932. India also received preferential treat- 
ment in the British market against non-Empire goods. Such 


1, B. VV. knight : Economic Principles in Prootico, p. 344, 
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(7) ImpoH Monopolies. The government. may make the impor- 
tation of goods a State monopoly, as Russia does, and thus reduce 
imports or discriminate. > . ' . ‘ 

These barriers were extensively used during the inter-war period 
in the pursuit of economic n itionalism by many .countries of the 
world especially during the Great Dcpressicn. • ' ' 
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CHAPTER XL 
BALANCE OF PAYMENTS 

1. Inlroduclion. In thela't two chapters we were mainly con- 
cerned with the reasons whv nations find it worth while to carry on 
trade with each other ; furtlicr why and under what conditions they 
prefer to restrict such trade. One of the motives for restriction of 
imports is to balance pavments. If a country for one reason 
or anotlier cannot pay for the imports by exporting goods (or 
Eervic''s) she must reduce her imports, for the simple reason that 
international trade, ultimately speaking, is nothing else but bartering 
of goods and services for goods and services. In this chapter we 
shall study hoa dwequiiibnum arises in the balance of payments and 
in what manner such a situation is met by countries. We'^must, how- 
ever distinguish between “balance of payments” and “balance of 
trade.” 

2 B.alancc of Trade and Balance of Payments. Whether in- 
ternational trade is free or restricted, it being a form of barter, it 
must affect, in the long run, imports and exports of goods and ser- 
vices to the same degree. No country can restrict imports without 
at the same time restricting exports in the widest sense of the term. 
Accounts must balance in the long run of counlriea as of individuals, 
if they are to survive, ^ f- 

Distinction may be made between the invisible and visible items 
of imports or o.xporte. When goods including treasure are imported 
or exported they are recorded at the ports in the trade accounts. 
They are called visible items of trade. E.xport and import of services 
are not thus recorded and are thus called invisible items. Balance of 
trade refeis to the value of imports and exports of commodities in- 
cluding treasure or visible items only. Balance of accounts or 
balance of payments refers to total debts or credits whether due to 
visible or invisible items. Debts and credits must balance in tholong 
run. Imports and exports of merchandise and treasure need not 
balance and they seldom do. 

When imports are greater than exports (over a year) the balance 
of trade is said to bo adverse, negative, passive or unfavou.n.ble 
to the country ; when exports are greater it is positive, active, or 
favourable. A favourable balance of trade, however, need not be 
to the advantage of a country. These terms come from the Mer- 
cantilist School of the 18th Century England, who regarded greater 
expoits than imports as favourable, because such a balance brought 
rr oro gold into the countiy. Wuat really matters is not the balance 
of trade but balance of payments or accounts. A countrv must 
Manoe its accounts in the Ion ' run. A persi«tentlv adverse balance 
meattS bhat the ucmntrj; beading towards hank- 
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A faronrable balance of trade in the light of the above does not 
indicate that a country enjoys a favourable position in international 
transactions or that the country is prosperous. In fact the reverse is 
more likely. Great Britain, before the recent war, had normally an 
adverse balance of trade, while India had a favourable balance of 
trade. Great Britain was much more prosperous than India. India’s 
favourable balance merely indicated that India had to make more 
payments in goods to counterbalance the larger payments received 
in the form of various kinds of services from Great Britain. A 
favourable trade balance may merely reflect the debtor position of 
a country. It has nothing to do with wealth or poverty. What 
really matters is not the balance of trade but kinds of goods import- 
ed and exported. Indian exports have mainly consisted of raw 
materials and imports of manufactured goods. This indicates her 
backwardness in economic development irrespective of any balance 
of trade. 

3. Items Entering Balance of Payments. How is the balance 
of payments of a country constituted ? Let us enumerate the vari- 
ous items that enter into it. 

(o) The chief item is the international trade in commodities. 
A comparison of the value of imports and exports gives us the 
balance of trade as noted above. The table below gives the main 
groups of artiol-'s imported into and exported (exoluding re-exports) 
from India in 1944-^. 



Orores of rupees 



Imports. 

Exports. 

Balance, 

1. Food, Drinks and Tobacco ... IS'8 

49-5 

-+•30-7 

2. Raw Materials 

... 117-2 

'46-3 

-71-9 

3. Manufactures 

... 62-4 

112 8 

-f50'4 

4. Living Animals 

...1 

0-S 


5. Postal articles and Baggage > 2’S 

« ■ 

-{-0-8 

not specified 

...J ... 

3-0 

... 


Total ... 200-9 

211-0 

•flO-1 

Some recant figures relating to India or© given below 

- 


Orores of Rupees. 




1942-43 

1943-44 

1944-46 

Imports 

... 110-4 

117-7 

200-9 

Exports (Foreign) 

7-0 

lo-e 

16-7 

Exports (Indian) 

... 187-9 

199-0 

227-7 

Total Exports ... 

... 194-9 

210-0 

211-0 

Balance of Trade 

... -f-83*o 

-f92-2 

-f28-7 


These figures do not include transactions on Government account 
which were kept a secret due to war. The term balance of trade 
refers to mprohandise. But the visible balance of trade includes aloo 
taansaotiouB in treasure. Thus in 1038-39 our total expcftm (in- 
Varld ^dt^l inipOTtS 
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croiBS giviui; d. positive balauoc of Ks. h crotes on merchanJise 
account. \U also exported Es. 12 croies on the net in treasure. 
This made oar visible balance of trade come to Rs, 29 crores. Ten 
years earlier (1929-30) this figure was Rs. 53 crores even after making 
a deduction of Es. 26 crotes on account of the net imports of 
treasure. Our favourable balance on marchandiso account in that 
year rras as high as Rs. 79 crores. But this was balanced luits turn 
by invisible import>. 

(i) This brings us to tbe payments for services, or invisible 
imports or exports, wbicli is the second important item in the 
balance of payments. Such services may be of various kinds like 
‘ transport services, shipping freights, passenger fares, harbour 
and canal dues, postal, telephone and tolegiaph fees, ^commercial 
services (fees and commissions), financial services (broker’s fees 
etc.) and services conuected iritb tbe tourist traffic.”* Care should 
be token that none of these services is counted twice. Thus if an 
imported commodity is re-exported at an enhanced price, the iiffe- 
rence even due to services included in 'invisible exports’ will be 
refiected in the price statistics of imports and exports. In such a 
case it should not be counted separately. 

The example of invisible imports may be found in the various 
payments that India had to make to the United Kingdom on 
account of leave and further allowances, pensions and gratuities of 
all kinds of Englishmen engaged in Indian ser^nces, British military 
personnelin India, British shippmg and insurance services rendered to 
Indians, expenditiue of Indian touiists and students in Great 
Britain, etc. 

(c) The balamc ol trade and balance of services is s'.uietimes 
grouped togetlioi and contrasted with what is called the balance 
of credit. This may eonsi:.t of interest hala ace on tho one baud and 
capital balance on the other. 

Interest balance uiH include fixed interest on Government, 
municipal and pi ivate loans, variable profits and dividends, rents, 
etc. 

As regards the capital balance, distinction should be made be- 
tween long-term and short-term investments. Long-term capital 
exports include purchase of shares in foreign undertakings, repurchase 
of home securitio-., repayment of loans contracted abroad. Short- 
term capital e.xports include any increase in the volume of bank 
balances held abroad, in tho koldmg of foreign bills, etc. 

Before the War of 1939-45 India had to pay large sums 
to Great Britain as interest on capital invested in Indian 
Railways and canals The position has been, reversed now. India 
is now the creditor Great Brttoin the debtor. Sterling balances 
approaching Rs. 1,609 crores have accumulated in favour of India 
m Londw. Our credit account has thus become positive. 

' (a) Fmally, there w another set of item? which is indluded in the 

X. Habwlcr — TheUry of Inlornalional trade, p. XT. 
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In the opposite case when payments have to be rooeivod from a 
foreigner tiiero is a demand for homo ourronoy (a supply of foreign 
money) in iho cxohnngo market. The items included under 
balance of payments give nao to cither supply of or demand for 
home currency (or foreign currency) us the case may, bo. “The term 
balance of payments is then used/' says Haburler, “in tho sonao of 
the whole demand and supply, situation.”^ ^7o shall uao tho term 
in this sense when dealing w.th foreign oxohnnges. 

6. EquiUbrium of Balance of Payments. When tho balanoo 
of payments of a country is in equilibrium tho demand for tho 
doniokio currency is eq\ml to ila supply. Tho demand nnd supply 
situation is thus neither favourable nor unfavoumblo. If tho balance 
of payments moves against'a country, adjustments must bo made by 
encouraging exports of goods, services or other forms of exports, or 
by discouraging imports of all kinds. No country can have a 
permanently unfavourable balance of payments, though it is possible 
and is quite common fir the countries to have a permanently un- 
favourable bahmeo of trade. Total liibiUties nnd total, assets of 
nations ns of individuals must balanoo in the long run. 

This does not me.an that Ibo balanoo of payments of a oountiy 
should be in equilibrium individually with every other country with 
which she has trade relations. This is not necessary nor is it tho 
case in the real world. Trade relations are multilateral. India, for 
instance, may have an active balance of payments with the' United 
States and passive balance with tho United Kingdom ancl/or other ' 
oountries. Payments may bo made in a triangular form. For instance 
India may scud jute to the U.S.A. and he paid by importation 
of bicycles from the United Kingdom, the United Kingdom in its 
turn importing raw cotton from tho United States, More complioat- 
cd forms of payments may arise when a- largo number of countries 
are involved. But each country in tho long run cannot receive more 
value than she has exported to other countries taken together. 

Equilibrium in the balance of payments, therefore, is a sign of 
the soundness of a country’s economy. But disequilibrium my arise 
either for short or long periods. A continued disequilibrium indi- 
cates that the country is heading to vards economio and financial 
bankruptcy. Every country, ttie'reforo, must try to maintain its 
balance of payments in equilibrium. To know how this can bo done 
involves the study of tho causes of disequilibrium. 

6. Causes of Oiscquilibrlutn. How may disequilibrium arise 
iu a country’s balance of payments 1 Wo have already detailed tho 
various items that enter into tho balance of payments. Any cause 
that leads to a psreistontly one-sided movement in those items may 
cause a disequilibrium. For instmcc, certain causes may losd to 
a falling off in the export of merchandise, imports remaining unaffect- 
ed or moving in tho opposite direction. Similarlv as regards the 
other items, falling off in exports may bo duo to all aorta of causes. 
Take tho case of merohandiso for illustration, • Our experts' may 

1^ Haborlor : op. oit., p. 10. ^ 
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fall because of decreased production due to seasonal factors or other 
casuos. The demand for our goods in the international market may 
fall oS because of a fall in the purchasing power of consumers of 
such goods or because of a comparatively high cost of production 
in India which reduces our competitive strength in the international 
market. Our exports maj’’ become dear to foreigners because of an 
appreciation of our exchange, a rise in the value of the rupee say 
from Is Gd. to Is. 8d. If we persist in artificially keeping the value 
of the rupee at a higher level than justified by economic forces 
(which we shall study in the next chapter) unfavourable balance of 
trade and of payments will tend to persist. 

In the same way disequilibrium may arise duo to excessive im- 
ports of services not balanced by exports, or import of capital, etc. 
Compulsory exports in the form of reparations or indemnilies al 'o 
cau‘50 international disequilibrium and obstruct the harmonious trade 
relations between the countries. 

7. How Disequilibrium May be Corrected. When a serious ^ 
disequilibrium arises in a country’s balance of payments stops must 
be taken to correct it, if the country's economy is to be kept in a 
sound condition. Obviously the causes which are responsible’ for 
such a state of affairs must be removed. ' 

There are five well known methods of correcting an adverse 
balance of payments ; 

(i) Stimulating Exports and/or checking imports. If the ex- 
ports have fallen off steps should be taken to encourage ex- 
ports. To encourage exports the level of costs in the country may 
have to be brought down. This may involve cutting down of wages, 
and interest rates and other incomes and also contraction of currency 
to bring prices down. 

(ii) Exports are also encouraged by granting bounties to manu- 
facturers. Imports may be discouraged either by to^al prohibition 
or by imposition of import duties or by adopting the quota system. 

Another method is to depreciate the external value (exchange) 
of the home currency, thus cheapening domestic goods for the 
foreigner. This latter course, however, has serious limitations 
because other countries may start doing likewise and ‘competitive 
depreciation’ of exchange may start, as it happened during the 
depression years in the ‘thirties.’ 

(in) The third method is to deflate the currency. As currency 
contracts, price will fail which will stimulate exports and check im- 
ports. But the method of defl ition, however, is also full of daugers. 
If prices are forced down while costs which are proverbially rigid 
(especially as regards wages in countries where Trade Unions are 
well organized) do not follow suit, the country may face a serious 
depression and unemployment. Correcting the balance of payments, 
therefore, once a disequilibrium has arisen, is not an easy matter. 
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(if) The fourth method is of devaluation. Its effect is the same 
as depreciation. When a currency is devalued, (».e., its metallic 
content is reduced' its value in terms of foreign currency decreases. 
The result is that the foreigners are able to buy in our country more 
goods than before with the same amount of their currency. This 
would stimulate exports. But when we want to buy foreign goods, 
our currency having become cheaper, we have to pay more for them. 
Imports are thus discouraged and in course of time balance of 
trade turns in our favour and corrects the balance of paymen ts. 

(r) Einallj, there is the method of exchange control. We know 
that deflation is dangerous ; depreciation has a temporary effect and 
may provoke others also to depreciate ; and devaluation hits the 
prestige of a country. These methods are, therefore, avoided and 
' instead foreign exchange is controlled by the government. All the ex- 
ports are ordered to surrender their foreign exchange to the central 
liankand it is then rationed out among the licensed importers. 
None else i-. allowed to import goods. The balance of payments is 
thus rectified by keeping the imports within limits. 

When gold standard was effectively at work in most countries 
disequilibriums in international paj'menta were automatically correct- 
ed to a fair degree. This was before the War of 1914-18. During 
the inter-war period (1919-1939), gold standard was introduced during 
the earlier portion of this period m a modified form and broke down . 
during depressioa for reasons already noted byjus in another chapter. 
Gold standard ceased to be automatic and hence ineffective m this 
connection. 

Recently attempts have been made to evolve a new international 
machinery for maintaining equilibrium in the balance of interna- 
tional payments and for correcting disequilibrium when it may arise. 
This new scheme we shall discuss in the next chapter after we have 
studied the problem of foreign exchanges. 
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CHAPTER X-LI 
FOREIGN EXCHANGE 

1. What is Foreign Exchange ? The terra “ foreign exchange” 
aiay refer to— - 

■ (a) the rate of excliange, i. e., the amount of money of a foreign 
countrj' that a unit of the money of the home country will purchase ; 

(6) the foreign exchange operations or transactions *,e., convert* 
iag one currency into another or the machinery by which foreign 
payments are made ; 

(c) the fund of foreign exchange (currency) at the disposal of a 
country ; or 

(d) the principles that determine the rate of exchange. 

Here we shall use the term in the fourth sense. 

If there were no international trade there would be no foreign 
exchange. On the other hand, if there was only one common 
money for the whole world, there would be no problem of foreign 
exchanges. As it is, countries by their economic relations create 
mutual obligations which must be met, and the money of the various 
countries being different, the problem of converting the money of 
one country into the money of another arises in international trade. 

' To take a concrete example ; Suppose you import books worth 
Rs, 100 from England. Indian rupees are no good to the English 
bookseller. You must make payment in money which has purchasing 
power in England. The English money is pound (£) sterling. You 
must, therefore, convert your Rs. 100 into pounds sterling (or titles 
to pounds sterling). You can also send gold if you can get it and 
think it worth while to bear the cost of its transport. Similarly a 
man in England might have purchased wheat from an Indian ex- 
porter. He must convert his pounds sterling into rupees (or titles 
to rupees) or send gold if possible and economical. At any moment, . 
therefore, in every country there are people who want to make pay- 
ments in foreign countries and there are others who have to receive 
payments from foreign countries. The former have imported goods 
or services and the latter have exported goods or services. It is im- 
material whether they have imported or exported on their own behalf 
or on somebody olse’s behalf. Normally they are middlemen who 
import or export for others and make profits out of this business. 
Obviously exporters from India are entitled to receive payments 
from importers in England, and importers in India have to make 
payments to exporters in England and similarly in the case of any 
two countries. Indian importers can buy titles to English money 
frorn Indian exporters and make payments to English exporters. 
Similarly English importers can buy titles to Indian money from 
English exporters and make payments to Indian exporters. Thus in 
every country there are buyers of foreign money (or titles to it) and 
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sellers of foreign money (or titles to it). In other words there is 
demand for foreign money and supply of foreign money. It is this 
demand and supply that determines the rate at which foreign money 
can be purohased (or native money sold) or sold (or native money 
jiurchased). I'heie buyers an 1 sellers and their agents are collec- 
tively known as the foreign exchange market. 

This IS, however, a very simplified statement of the theory.- In 
"^he actual world exporters and importers do not directly deal with 
each other. The banks (exchange b.-inks or other banks who also 
deal m exchange) serve as middlemen. Importers bay titles to 
foreign money from banks and exporters sell titles to foreign money 
to banks. The banks make a profit by acting as intermediaries 
between the two. 

2 Titles to Foreign Money. Wo have yet to explain the nature 
of u hat we have called ‘ titles to foreign money ” These may take 
the form of (i) Bills of Exchange, (ii) Bankers’ Drafts, or (ni) Tele- 
graphic Transfers. We have already explained what is a bill of ex- 
change and we have also noted there its advantages in financing 
foreign trade. An Indian exporter draws a bill of exchange against 
the English importer of his goods in terms of pounds sterling. This 
bill he sells to a bank or technically gets it discounted. He is paid 
the present value of the bill in rupees. An importer of English goods 
in India buys such a bill by paying rupees and sends to his exporter 
m England who gets it discounted from a bank or receives payment 
from the English importer on the maturity of the bill in terms of 
pounds sterling. 

Drafts as we have already seen are orders from one hank 
to its branch, or another bank with which the former may have 
account, to pay the bearer on demand, a specified sum of money. 
In short a draft is a cheque drawn by one bank on another in favour 
of a third person You can send money to England by purchasing 
a draft payable in English money. This draft is sent by post to 
the person whom the payment is to be made and the latter realises 
the money by presenting it to the bank on whom the draft is 
drawn. 


A telegraphic transfer is an order by telegram to s bank to 
pay a specified sum of money to the specified person. It may be 
called a draft sent by oiro. By this method payments are made 
immediately. Telegraphic Transfer (T.T.) rates are, therefore, more 
unfavourable to the buyer than rates charged for ordinary drafts. 


3. Rates of Exchange. Determination of the rate of exchange 
requires more explanation. We have seen that it is the supply of 
and demand for foreign money that determines the rate of exchange; 
just as the market price of commodities is determined by the forces 
ol supply and demand. We have also seen how the demand for and 
supply of foreign monev (or conversely supply of and demand for 
borne money) arises. When the supply is equal to demand the ex- 
change is said to be at par. If supply of foreign money is more 
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than demand the value of foreign money falls below (or of home 
money risoa above) the par. And conversely if; the demand ^ for 
foreign money is more than supply the value of foreign- money rises 
above (or of home money falls below) the par. 

Up to what limits the exc^nge can rise above or fall below 
the par? These limits are delerrained differently under different' 
conditions. The par of exchange iso has different meanings- under 
different conditions. . ' ■ 

4. Rates of Exchange Under Gold Standard’ When the two 
countries concerned are on gold standard as already explained their 
currency units are either gold coins or are convertible into gold at 
fixed rates. Moreover gold freely moves between the oouabries.' The 
par of exchange between such countries is called the “mint far of‘ 
exchange." This is arrived at by equating the amount of gold com 
tained in the currency units (or given in exchange for them by' 
currency authorities respectively) of the two countries. There can be 
no mint par between a gold standard and a silver standard country. 

For instance, before the last war England and France were 
both on gold standard. Their mint par of exchange could be 
calculated as follows 

One English Sovereign ==7:98805 grammes of gold 11/12 fine.. 

=7*3'2238 grammes of pure gold, . 

One French Napoleon 20 :=6'45161 grammes of gold 9/10 fine. - 

Francs ' =6*80645 grammes of pure gold'. 

, 7-32238 x 20 ' ‘ 

Therefore one sovereign =- — : — francs. - . . 

' 6.80646 . 

=25.2216 francs. , . ■ 

Thus the mint par between • London aind Paris was 25*2215* 
francs to, the £. If the exchange is at par under these conditions a 
French importer would get one £ in London by paying 25.2216 
francs in Paris to meet his obligations. An English importer would 
get 25*2216 francs in Paris by paying one £ in London. 

5. Specie Points. Now suppose the French people have to 
make more payments to the English people than the latter' have* 
to make to the, former. The demand for English' money in France 
'wffl be .greater than its,, supply. The value of the ' £ will rise in 
terms of the franc. The French imyorter will have to pay more 
than 25*2216 francs in' order to get one £ in London. But how much 
more will he be willing to pay? We have already said that an im- 
porter will send gold if he can get ‘it and thinks' it' cheaper to 
send it. Gold standard countries always provide gold in exchange 
for their money and allow it to leave the country.' But gold 
involves cost of transport (shipping, insurance, interest charges, etc.) 
when it has to be sent.' The importer in France . will, therefore, 
only send gold if the exchange is higher than the par to the extent of 
more than the cost of transporting gold from Paris to. Loudon. Sup- 
pose cost of transporting 25*2215 franc worth of gold from Paris to 
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London is ‘3 franca. Then it trill be trorth while sending gold if the 
exchange rises above 25'5215 francs to the £. If the ex- 
change'actually rises above this point gold will begin to move from, 
France to England. This point is thus called gold export point 
from the point of view of E^nce and gold import point from that of 
England. This point is obtained by cMing the cost of transport to 
the mint par of exchange. It is also called the upper gold point 
or the upper specie point. 

In the same way there is a lower specie point, or gold import 
point for France and gold export point for England. This is ob- 
tained by deducting the cost of transport from the mint par. In 
the above example it wUl be 24'9215 francs of the £. K the ex- 
change falls below this point English importers will send gold rather 
than purchase titles to francs. 

Thus if gold is available and is allowed to move freely between 
two countries (gold standard) the rate of exchange will move between 
the two limits set by the upper and lower gold points, also called 
“specie points.” If gold^is not available then the rate of exchange will 
pass beyond the specie point. These are the two limits within which 
the fluctuations will be determined by the supply of and demand 
for foreign money, t.e., bills, drafts, T.T.s, etc. 

6, Exchange Between Gold and Silver Standards. The 'above is 
a case where both the countries concerned are on gold standard. 
If one is on gold-standard and the other on silver standard, or on 
an inconvertible paper, the par of exchange will be determined by 
the price of gold in terms of silver or paper money in the country 
on silver or paper standard, respectively. , 

7. Exchange Between Inconvertible Paper Currencies — Pur- 
chasing Power Parity. But the most difficult case is that of countries 

' ■ both on inconvertible paper. Suppose England and France were 
both on paper currency inconvertible into metal. Then how many 
francs would have to be paid to get a £ ? Obviously as many as 
would have the same purchasing power in France as a £ has , in 
England. If a £ in England purchases a collection of x commodities, 
then a £ will purchase as many francs in France as will buy the 
same collection of x commodities in France, allowing for the cost of 
transporting x commodities, from one country to the other. 

Let us suppose in England a £ purchases x commodities. 

In France a; commodities cost 25 francs. Then the rate of ex- 
; change will tend to be — 

£=25 francs, 

• l^w suppose the price levels in the two countries remain the 
, same hut somehow exchange moves to 
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£“30 franca, 

Tim moans that tho ptirchosinj? power of the £ in Franco is 
more, »,c., ,'50 franfc}. It will pay people to convert £8 into francs 
at this rate, ptjrcliasQ x commodities in Prance for 2/5 francs and 
sell tfiom in England for one £ a^ain, making a profit of 5 francs 
jjor pound worth of traasaction. This will create a largo demand for 
francs in Kngland while 8upj)!y of franca in Engbnd will bo less be- 
cause Cory few people would export oomnioditios from England to 
France, The value of tho franc in terms of tho £ will move np 
until it will roach £^!io francs. At that point imports from Prance 
aril! not give any abnormal profits. This £s=25 francs is called 
tho Purchasing Power Paritj'^ botwcoa the two cotmlrics, “While 
tho value of tiio unit of one currency in terms of another currency ia 
determined at any particular ilinc, by the market coaditioas of 
demand and supply, in the tong run that value ia determined by 
the relative values of tho two currcoelc-s as indicated by thoir rola- 
Itvo purchasing power over goods and services. In other words, the 
rale of oxchango tends to rest at that point which expresses 
equality between tho respective purchasing powetR of tho two enr- 
reneica. This point is called the Purchasing Power Parity." (S. E, 
Thomas). 

In the above example if pricer, In Prance got doubled the vnlno 
of tho franc will be exactly halved. The now parity will be £=50 
francs. This is bocatiso now 50 francs will buy x commodities in 
Franco which 25 francs did before. Wo suppose that prices in 
ICngland renain a.s before. But if prices in both countries get 
doubled there will bo no change in the parity. 

Thus : — 


2£«-50 francs. 
£i= 25 francs. 


In actual ptaettee, however, tho p.arity will bo modified by tho 
coat of transporting goods {including duties, eto.) from one country 
to another. 


Tima between countries on inconVertiblcpapor the placo of the 
mint par is taken by 
the purchasing power 
parity. The difference 
Is that tlm former is a 
fixed par while tho 
latter moves with 
movements of tho price 
lovela in the two eoun* 
ttk-s consv-rtiod. Eay- 
to-day fiurtnaliona around this par trill lake place aa before duo to 
changes in the supply of and demand for the cumenoy in question. 
Tli? limlb to these fluctuaiiona vrill bo set by the cost of , transport- 
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ing goods from one country to another. Hence these limits will not 
be°a8 definite as n-ere the specie points. The above diagram illus- 
trates these points. 

8. Criticism of the Purchasing Power Parity Theory. This 
theory was popularised after World War I by Gustav Gassel, 
the Swedish Economist. "The rite of exchange between two cur- 
rencies," wrote Gassel, “must stand essentially on the quotient of 
the internal purchasing powers of these currencies.” “This is easily 
seen if ue reflect on the fact that the price paid in a foreign currency 
is ultimately a price which must stand in a certain relation to the 
prices of commodities on the home market.” 

It should be noted that purchasing power parity' compares the 
general price levels in the two countries and not merely the price 
levels of goods actually entering international trade. The prices of 
the latter kind of goods, of course, are the same in all countries allow- 
ing for the cost o I transportation, tariffs, etc. It is quite easy to 
verify the theory if we only compare prices of internationally traded 
goods. But when we try to compare the index numbers of the prices 
of the whole mass of goods marketed in the countries concerned 
the rate of exchange will not always conform to the points thus de- 
termined. This is so because prices of dome-tic goods may not move 
in the same direction, at least not in the short period, os of those 
entering into intetnational trade. In the long run, of course, the rate 
of exchange and price levels will tend to move in the same direction. 
The theory, therefore, only holds good in the long period. 

Even in the long period the theory will be valid only if the essen- 
tial conditions of international trade remain unchanged. But such 
conditions seldom remain unchanged. Tor instance, the barter terms 
of trade are constantly in the process of change between countries 
due to changes in the demand for foreign goods or changes in the 
conditions of supply of domestic goods. Eurther, changes may occur 
in the volume of foreign loans, cost of transport or in any other item 
of invisible balance of trade. Changes in barter terms thus brought 
about may disturb the relationship between the price levels and 
parities based on such price levels may not correspond to the rate of 
exchange, ' 

Einally, many .items of balance of payments like insurance and 
banking transactions, capital movements are very little affected by 
changes in general price levels. But these items do influence exchange 
rates by acting upon the supply of and demand for foreign currencies. 
The Purchasing Power Parity Theory ignores these influences 
altogether. 

In conclusion we may say that the Purchasing Power Parity 
Theory attempts to explain the ultimate rather than the immediate 
forces determming the rate of exchange. In spite of its shortcomings 
the Purchasing Power Parity Theory is now recognised as the most 
important explanation of the rates of exchange in the long run. The 
theory is applicable to all currencies. It is superior to 
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the- old theory according to which the rate of exchange was 
determined by balance of indebtedness. This theory goes, even to 
the root of the balance of indebtedness. It explains how balance 
of trade or indebtedness itself is determined. This theory lays pro- 
per en: phasis on the importance of the price levels on the determi- 
nation of rates of exchange. The actual rate at any particular 
moment may diverge from the equilibrium rate as indicated by 
the purchasing power parity due to the various factors affecting 
the terms of trade or the balance of payments for the time being. 
What are these factors ? 

' 9, Fluctuations of the Rate of Exchange. Whether the long- 

term parity is the mint par ns under gold standard or purchasing 
power parity as under inconvertible paper during the short period 
there are various causes that may lead to fluctuations in the rate 
of exchange above or below this equilibrium level. • _ 

These influences can bo grouped under two heads, ' 

(t) Tliose affecting demand or supply of foreign .currency, and 
\ii) those affeoting currency conditions.- • , ' ■ . 

' (»y^ regards the' first, the demand and supply of foreign cur- 
rency arises from three •sources • 

{a) Trade conditions.,' 

(6) Stock Exchange influences. 

' (c) Banking influences. 

, f 

(c) Trade conditions. Those affect- exports and imports and 
hence the supply of and demand for foreign * currency respectively. 
When our exports are greater than imports exchange will tend to 
move in our fa'Vonr and in the opposite case it will tend to move 
against us. Exports and imports here include not only visible but 
also invisible items. 

(6) Stock Exchange injlmnces. These include payments of loans, 
interests and repayment of loans, purchase and sale of foreign secu- 
rities, etc. When a loan is given by the homo country to the foreign 
country the demand for foreign ourroncy increases and the value 
of home currency tends to fall. The same "is the case when home 
investors purohase foreign securities or foreign investors sell hdpie 
■ securities. The exchange moves in favour of a country when its 
loans are being re-paid or when foreigners buy her securities, because 
.such transactions create demand for the borne currency. 

(c) Banking influences. -Under this category oome.s the purchase 
or sale of bankers’ drafts, travellers’ letters of credit, arbitage opera- 
'-tionsft.c., buying and selling of foreign currencies to make profit out 
of differences in the rates in different centres), etc. The sale of a 
/draft on a foreign centre creates demand for foreign currency and 
' raises its value or lowers the value of homo currency. The bank wte 
' also influences exchange rates. A high bank rate attracts funds 
? from foreign centres and thug raises the demand for domestic money 
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and hence its value. In the opposite case its value falls, because 
funds move out of the country, thus creating demand for foreign, 
money. 


Ui) Gumncy cwdiliom. Actual or expected changes in the 
volume of currency also affect its exchange rate. If there is an over 
issue of currency or an over-issue is expected, people wm imt be 
anxious to invest tlieir funds in such a country. In fact funds will 
tend to move out. This is called a “ffight from the currency. - If 
people expect a currency to appreciate they will tend to purchase 
such a oiurency for speculative gains. In the former case the 
exchange rate will tend to be unfavourable and in the latter to be 
favourable. 


9» (a) Limits to Exchange of Fluctuations. But these fluctuations 
take place within certain limits. Under gold standard we have 
already seen that such limits are indicated by the specie points or 
gold points. 

A country is said to have a favourable exchange rate if the rate 
is nearer the gold import point and unfavourable if it is nearer the 
gold export point. The rate is also said to he favourable when the 
value oi home currem^ becomes greater in terms of foreign currency 
or when it is likely to lead to importation of gold on account of 
excess of exports over imports. If the value of home currency falls or 
gold tends to leave the country, the "rate is said to he unfavourable. 
It should be remembered, however, that the forms ‘favourable’ and 
'unfavourable’ arc onlv technical terms coming down from mercantilist' 
era.. What is called ‘favourable may not be really so. For example 
as compared with Is. dd.,' the rate of Is. Cd. was called moie favour- 
able to India because at this rate the home currency buys more. But 
this rate was certainly detrimental to the country’s interests as it 
injured both agricultural and industrial interests. 


The exchange does not rise above the gold import point (suppos- 
ing it is quoted in foreign currency) because it becomes cheaper 
to the foreign importer to send gold rather than to purchase our 
currency. Conversely, the rate of exchange does not fall below the 
gold export point because it becomes cheaper for the home importers 
to make payments by sending gold out of the country rather than 
by purchasing foreign money. ' , ■ 

/When both the countries are on in convertible paper the place of 
the mint par is taken by the purchasing power parity. ' As already 
noted the purchasing power parity is not fixed like the mint par bnt 
-is a moving par. Hence there me no definite limits to the move- 
ments of exchange. The fluctuations will be in accordance with 
changes in the demand and supply of currency and in the currency 
conditions as already not»d. - * ' . ' . 


. is Corrected Under Gold Standard. 

wniie studying the gold standard we observed as one of its 
.ad^ntages that under it any - disturbance in the equilibrium' of 
balance of payments' thuds to oorreot itself. Let us see how this 
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happens. A perfectly ideal gold standard can only be theoretically 
imagined but the British system before 1914 may be taken as nearest 
to the ideal. 

Suppose Great Britain of those days imported more than she 
exported and that this adverse balance was not covered by invisible 
exports. This would increase the demand for foreign currency (say 
that of France which was also on gold standard). Thus depreciating 
the £in terms of the fiano. This depreciation itself would make British 
goods cheaper for French men and French goods dearer to the British. 
Exports thus would be encouraged, imports discouraged j and the 
balance of trade would tend to move in favour of Britain thus 
correcting the original disequilibrium. This would happen even if 
the exchange moved slightly against Britain. 

But suppose the adverse balance was^ very serious and exchange 
moved beyond the gold e.xport point from England. Gold would 
then begin to flow out of England into France. There would be • 
contraction of credit in England (through the action of the central 
bank to preserve its reserves) and a corresponding expansion of 
credit in Franca, Prices and costs would fall m England and rise in 
France. England would become an attractive market ,to buy from. 

The reverse would happen to France. English exports would be 
encouraged and imports discouraged. Thus the original cause of 
disequilibrium would be corrected. 

For the automatic working of such a system, as we noted in an 
earlier chapter, certain conditions must be satisfied, t.c,, gold should 
be allowed to move freelj' and to have elfeot on the prices and costs 
in the two countries, raising them in the country receiving it and 
lowering them in the one losing it. This implies the elastic character 
of the economic system and the willingness of the central banks to 
play the game of the gold standard. 

These conditions existed to a fair extent before 1914 and did 
not exist after World War I. Thus it was that the gold standard 
ceased to be effective in automatically correcting international 
disequflifarium. 

U. Correction of Disequilibrium Under Inconvertible Paper. i 

If the goods are allowed to move freely between countries 
similar automatic correction can be imagined also under the in- f 
convertible paper system. Instead of gold movements there will be 1 
movements of goods with their effect on the relative price levels in 
the two countries. 

In actual practice, however, relative price changes in countries 
are much more difficult to realise when the connecting link is a com- 
modity or commodities than when it is gold. For one thing gold is ' 
much more universally accepted than commodities the demand for 
which depends upon a host of factors. Thus the actual rate of ex- 
change naav remain divergent from the purchasing power parity and 
this disequilibrium may not bo corrected by changes in the relative 
pries levels. In such a case the usual 'method of bringing aboht 
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equilibriuni is to let the fexchange nfoVo to adjust itself to-the price 
level. ' ■ . • - • 

Another diherence between exchange under gold standard and 
that under paper standard is that the present value of paper currency 
is to a large extent influenced by opinions about its probable future 
value. If it is generally believed that the currency in quesHon is 
likely to depreciate people will try to get rid of it by converting it 
into a currency with better prospects. 'Thus such a currency will 
depreciate even ' though nothing has happened to the relative price 
levels in the countries concerned. A disequilibrium will thus arise 
through' this speculative influence. - • - . . ■ 

Another factor is the inffuenoe of the intenSitieS'of- reciprocal 
demands of one country for the goods of another. Even^if the rela- 
tive pri& levels remain undisturbed, if for any reason the demand of 
a country A for the goods of a country B becomes relatively more 
intense the rate of exchange will move against country A and in 
-favour of country B to a greater extent than necessitated by diffe- 
leiioes'in price levels. If the two countries aro on gold standard this 
condition would have resulted in A losing gold to B until the changes 
in the price levels brought about equilibrium at the mint par of ex- 
change. 

Roughly wo may say that between countries on gold standard 
the eqi^ibrium tends to be established through movements of gold 
'■arid. ipf"reldtive ptices and these on inconvertible -paper, through 
'inovements' in, exchange rates. . - ' ' - . 

. , 12 . -Exchange Stability virms Price Stability. " Thus under 

gold standard exchanges are relatively more stable and'adjustments 
are made .through gold movements with consequent effect on relative 
price levels. Under inconvertible paper adjustments are made more 
; easily by . movements in exchange.. Blit even under inconvertible 
paper exchange may be artificially controlled and kept stable. Then 
.adjustment. will have to ho made by a painful' movement of relative 
pric^ arid costs in the bouatries'concemed. '• -■ ' - ' 


^he.question arises which policy should be the aiiffof a cbiiritry, 
•:®49l??ygeBtabnityor'pri{!6ri'tabilft^ - No-uncoriditioaalrinswer can 
, be, given to. this question. .It will depend upon the eobnomic'cdn- 
. ditjons within the country concerned and on the -volume" '■df-'-ite 
-foreign trade'.' ' c.'c;,-:-.- 

If the country is a large one and foreign trade plays only a 
WP.pr-, part in its eoonomj^ .and its price and cost structure is not 
elastic It, will be to its advantage to preserve stability of its price 
; .level make necessary adjustments by moving the exchange rate 
On the other hand a small country with a large amount of foreign 
, , trade and elastic price and cost structure, WiU do well to keep its 
; exchange stable and let adjustments be made through movements 

costs. -For instance, a country -like India 
• ? prices and free exchange; While for e^frBritain 

Stable exchange iS the 'motn important obje'Save.- - 
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purchase price of all goods imported. This money is then used te 
pay exporters. The rate between the currencies is usually fixed by 
the terms of the agreement. The object is to regulate imports ac- 
cordinc to the wishes of the government, to ensure equilibrium^ m 
the bafance of payments and to prevent uncerlainttes of fluctuating 
exchanges The system tends to encourage bilateral at the expense 
of unilateral trade and thus has a rcs.rictive effect on international 
trade. On the other hand it discourages dumping and currency 
depreciation On the whole the system stands condemned except 
under ^p'cial circumstances of war or as a temporary measure to 
fide over a period of disequilibrium in a country’s balance of 
payments until the btric causes of such a disequilibrium can be re* 
moved. 

A standstill agreement is a device to prevent the movement of 
capital through a moratorium on outstanding short-term foreign 
debts of n country to give her time to put her house in order. Either 
the short-term debt is converted into long-term debt or provision is 
made for ila gradual repaj-ment. This device was used in Germany 
after the crisis of 1031. 

Transfer moratoria is another derdcc of the same kind. Under 
lliib sy.stem importers or others pay their foreign debts in-their 
domestic enrreucy to a specified authority. When the moratorium 
is concluded these funds are remitted abroad. A foreign creditor is 
sometimes allowed to use his funds in the country imposing the 
moratorium in a way specified by the government. 

Blocked accounts sjiring from the previously considered two 
devices of standetill agreement and transfer moratoria. When 
foreign debts paid in domestic currency to the central bank cannot 
be remitted abroad without the permission of the government, block- 
ed accounts are said to arise. Since idle funds in the country lead 
to contraction of credit, the foreign creditors are not altogether 
jrovented from using them. But they have to be used according to 
the manner permitted by the government. Usually they are allowed 
to bo sold in the open market. In most oases' they are sold at a 
heavy discount. 

14. Forward Exchange. The risks of fluctuating exchanges, 
especially under the inconvertible paper standard, can b6 avoided 
through the device known as ‘Eorward Exchange.’ , Under it the 
person who has to make or recover payment in foreign money at 
some future date -enters into » contract with a bank settling the rate 
of exchange now. Suppose an Indian importer has to pay an 
English exporter £500 after a period of three months. Ho cannot 
be certain how many rupees he will have to pay when the time 
comes due to the unoartaiuties of exchange. Without exactly know- 
ing the cost he cannot fix the price of the imported commodity. 
He can get out of this difficulty by buying forward sterling at a rate 
agrped_^now. This -relieves him of the risk of exchange fluccuations. 
In a anmiar.way -m Indian risporter who has to r’eceiv'e stsriing.in 
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the tvitur,e can sell it now ^at an agreed rate to the bank and be sure 
of the actual rupees that he will get. 

The rates of forward exchange are quoted in terms of the current 
rate or the “spot” rate as it is called The forward rate is at a 
‘premium*' if less of foreign, money is given for a unit of domestic 
money. It is at a ‘discount* if more is given for a unit of domestic 
money. 

Under what ciroumstanoes forward rate may be at a discount or 
at a premium respectively ? In other words what are the factors 
that banks take into account when quoting forward rates ? General- 
ly three faotora are taken into account. 

(i) The.' relative rates of interest at home and abroad. If the rate 
of interest at the foreign centre is higher than at home it pays the 
bank to transfer funds to the foreign centre. Thus it can afford to 
sell forward exchange at cheaper rates. The forward exchange will 
be quoted at a discount. ,lf the domestic rate of interest is higher 
there is no inducement to Iransfei ring funds abroad. The forward 
exchange will be quoted at a premium. 

(«) Marrying a Contract. Instead of transferring funds the 
bank may offset one transaction with an opposite one. Some mer- 
chants want foreign currency in the future, others are in a position 
to sell foreign currency in the future. The bank comes in as an inter- 
mediary by Imying from the one and selling to the other with a 
margin of profit for itself. This is called marrying a contract. If 
the bank therefore has already bought forw'ard exchange it will sell 
it at favourable rates to those who want to purchase it from the 
bank. Forward rates ^ will thus be quoted at a discount since the 
bank has already covered the risk. 

(iii) Currency conditions. If the foreign money is expected to 
depreciate, the bank will bo unwilling to buy it forward, and thus 
forward rates will be quoted at a premium. 

It is easy to understand in the light of the above how forward 
exchange transactions or dealings in futures as they are called contri- 
bute to the reduction of exchange fluctuations. These dealings are 
carried on not only for genuine trade purposes hut also for specu- 
lative purposes, 

15. Arhitage Operations. While forward exchanges reduce ex- 
change fluctuations over time, arhitage operations reduce differences 
in exchange rates over space. An example will make this point 
•clear. Suppose in the 'Bombay exchange market the rupee-sterling 
exchange is quoted at ISd to the rupee and in Loudon for some 
reason the rate rises to 19d per rupee. Obviously there is an op- 
portunity for making profits out of this diS*erence. You can wire 
your bank in Eondon to buy sterling at the rate of 1 9d per rupee 
, which you sell through your bank, in India at the rate of I8d pet 
rupee making, Id profit on every rupee. Other people no dou^ will 
also do the some, The.demandTor 'sterling in London will H.Be and the 
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rate will tend to move towards 18d per rupee. On the other hand the 
snpplv of sterling in India will increase and its value in terms of 
nipees will tend to fall. The exchange rate will move towards 19d 
This will CO on until the rate in India and in London is prac’'ically 
the same. Of course auch a high difference that we have assumed 
is impossible because aihitage operations keep the differences at the 
very minimum. . • 

16- llie International Moneta^ Fund. A more recent attempt 
to prevent exchange fluctuations is made on an international eoale 
through the estahlisiimenl of an International Monetary Fund. 
The inain features of the Fund are given below 

The scheme envisages the establishment of an International 
^Monetary Fund (I. M. F.) which will bo constituted by subscriptions 
from members agreeing to participate in the scheme. This subscrip- 
tion is to be paid accordins to the quotas allowed to members partly 
in the form of gold and partly in domestic currency. The resources 
of the I. M. F. will thus be partlv gold and partly currencies of the 
member countries, the latter being kept in the central banks of the 
countries concerned. 

The purpose of the Fund is to promote exchange stability, to * 
avoid competitive exchange depreciation and to facilitate the expan- 
sion of international trade through the conversion of national cur- 
rencies into one another according to needs. All exchange restric- 
tions and controls, discriminatory currency arrangements and 
multiple currency practices which are not approved by the Fund will 
have to be finally' eliminated. Some restrictions, however, aro allow- 
ed during the transitional period. 

The chief function of the Fund will be to purchase and sell cur- 
rencies of member countries for one another. The debtor countries 
will get accommodation from the Fund to the extent of 75% of their 
quota plus an addition of 25% each year subject to a maximum of 
200% of their quota These conditions may be relaxed at the dis- 
cretion of the Fund. Thus a debtor country will be saved from 
gold exports and consequent d'*9ition (as happened under gold 
standard) through the help of the Fund. 

The creditor countries whose export surplus exceeds 76% of 
their quota will have their currencies declared scarce. Such curren- 
cies will be rationed among countries needing them. The I. M. F., 
however, can increase the supply of scarce currencies by borrowing 
or purchase of gold. If even then these currencies are not enough, 
debtor countries mn»t restrict their imports from creditor countries 
and thus achieve equilibrium in their balance of payments. 

As recards ^ the rates of exchange member countries will be re- 
quired to fix naritips of their currencies with gold. But these pari- 
ties need not he fixed for all times. An all round uniform change in 
them^ can he brought about by the consent of the member countries 
contributing individually more than 10% of tha'^ag^gate quota. 
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to some defects of tlie gold standard in another connection. We 
may give here the tvro most important deft ote of that system which 
the new scheme wdl avoid. 

^t) Under gold standard gold reserves in a country were affected 
in prec'feolj the same way fay an import surplus on current account 
(i.e., unfa\ourable balance of trade) and fay the withdrawal of capital. 
Gold moved out and contracted credit. This defect was largely 
overcome by the system of exchange equilization account which 
prevented the inflow or outflow of short-term capital from affecting 
the basis of domestic credit. The new scheme enables a country to 
meet her adversb balance by the help oi the I. M E. without un- 
favourable effects on its credit structure. 

(tj) The second and more important defect of the gold standard 
was that exchange stability was made the first object of policy tmd 
it was maintained by deflation of credit in the country losing gold. 
In theory the country receiving gold was expected to expand credit 
though this part of the rule of the game was not always observed. 
This method of maintaining equilibrium in the balance of payments 
and hence exohnnge stability worked smoothly only so long as wages 
(and other costs) were flexible so that deflation of credit lowered 
prices of exports and restored the original causes of disequilibrium. 
But since costs became more and more rigid, especially due to trade 
union pressure for maintaining wages, deflation of credit meant para- 
lysis of economic activity and unemployment in the country with all 
its consequences. 

The new scheme seeks to escape these rigidities of the gold 
standard. As we have seen though exchange rates are fixed in terms 
of gold by the member countries, provision is made for change in 
these rates by members in the case of a fundamental disequilibrinm 
arising. The changes, however, are to be made by the permission 
of the Eund, hut such permission will not be withheld in genuine 
cases. 

Thus the new scheme combines the advantages of gold standard 
with those-of free exchanges. Gold still remains the ultimate stand- 
ard of value but the rigidities of the gold standaid have been avoid- 
ed. _ The working of the new scheme, however, requires a bigh'degree 
of international co-operation. Russia has so far refused to join it. 
And this is not a good omen. 
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chapter XLIl 

TRADE CYCLE AND CRISIS 

I. What is a Trade Cycle. The worldjhas registered a remarkable 
economic progress especially during the last loO years. But it 
would bo wrong to thinlc that this economic progress has been one 
steady upward swing and a continuous movement forward. On the 
other hand, every business man knows 'that every ton or twelve years 
the productive or business machinery receives a rude shock which 
throws it out of gear for a number of years. The world is familiar 
with the curious phenomenon, itiz., that just- as there may be ups 
and downs in a person’s luck, similarly there are upward swings and 
downward- swings in business and that periods of business prosperity 
alternate with periods of adversity. Every boom is followed by a 
depression or a slump. This is a trade cycle. The trade cycle simply 
means the whole course of trade or business activity which passes 
through all phases of prosperity and adversity. - 

A crisis, on the other hand, means a period of stress or difficulty 
when business men find it difficult to meet their commitments. In the 
words of Adolph Wagner, ‘ Grises imply the overw'helraing and simul- 
taneous occurrences of inability on the part of independent entrepre- 
neurs to pay their debts.” Or in J, S, Mills words, ” There is said 
to be a commercial crisis w'hon a great number of merchants have or 
apprehend they have a difficulty in meeting tiioir engagements. It 
is ’a commercial crisis when only merchants are involved in a 
difficulty. But when it is accentuated and leads to bank failures 
then it is called financial crisis. 

Lot us briefly trace the course of trade cycle. We may start 
our analysis at a point when business is at the lowest ebb and depres- 
sion is prevailing all around. We are nil familiar with such condi- 
tions as prevailed in the early ’thirties throughout the world. The 
last depression, that the world witnessed, and signal for which was 
given by the crash in the Wall Street in 1929, was of unprecedented 
duration and severity and produced the most ruinous effects. Rock- 
bottom prices prevailed, especially those of primary produce, i.e., 
agricultural products. Unemployment Was rife. Most of the factories 
were working below capacity and some had closed altogether till 
better days returned. Constructional and allied industries had no 
orders to execute. Factors of production were in a state of enforced 
idleness. Retrenchment was the slogan in all government depart- 
ments. The market price of an M.A. was Rs. 25 per month. The 
rate of interest had decreased to a vanishing point and the lucky 
ones who were employed got distressingly low wages. The purchas- 
ing power of money was high but the purchasing power, of man was 
lowl The general purchasing power of the community being very 
low, the productive activity both in the production of' consumers’ 
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goods and producers’ goods, eepec’ally the latter, was at ft ten 
low level. 

The critical convulsion or crisis being over the world Seeme4 
to have settled at this level of employment and standard oflivinj 
The inefficient entrepreneurs were weeded out. The business had 
effected a new eqnihbrinni at a low level of prices, costs and profite 
This is how the world adjusts itself to a depression and, the wont 
being over, the things somehovv get going although the horizon n 
gloomy. This n^w adjustnje.it or equilibrium may last for a number 
of years. 

But the things are not going to continue to be in a depressei 
state for ever. After the dcpicssioii hoS lasted for some time, tie 
rai’s of hope appear on the business bori/son. Pessimism gives pike 
to ophinism. Businessmen know that better days will come and 
they just begin to think some tune t lint it is time for recovery tu 
^art. The depression contams in itself the germs of Tccovew, 
Wages arc low even for efficient workers, sufficient number of wios 

the other material, 

and the factors of production. Prices may be low but the coib 
costs have falllcn so low during depression tbsl 
«!pvprnl prices and a margin of profits reappean 

fnd disappeared and the supply has contracted 

Mtuo ^^Pected. So the prices would 

who^mav havu 0 *^°^ calculations induce an entrepreneur, 

To stcM a take the risk. In order 

•’Is and reulnupnip rivals, peihajis, he orders repairs, renea 

pI. mid replacements and perhaps a new plant that he may ned 

ed b? oth^m^’^ 1 example is friloa 

and -e-emnlov lahm, ^ '‘kied industries receive ordee 

powei on consumers’ goS° 

Sdr,S\tto,<! = ‘I** 

m.nt 'ti'" bz the g.v» 

rad wav, road ora canal or oome nit fusion of some public workste 
a matter of fact at a timp constructional programme, A> 

ment to’ come to their telief k«n ‘v 

The amount paid to the contraItnr« i ^’”® programme, 

sary materials graduallv hifiltmtn ’ end the firms for the news- 

.. ing power is auimSd TffiSt ^- community. The purely 

^ These are some of the factor«pwhtr ^ u depression a bit 

’-pi\ tpssion. \ °^^kich pull business out of the mire of 

of recovery ?he^’7t JmSrS flo 

tributaries on its vav Thp i-p • strengthened by numerous 

leads w revival ifeen,] ‘^onn+Upr inv’estment in one indusfiy 

dustry create denA of and for ’«'ages paid to workers in onem- 

and lor good^ produced by another. With the 
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entotcd into coittiniUuGnia they uoitki not honour. Some of thorn are 
forced into baultruptcy. Tho failure of ono firm creates diffioultios 
for those witli wiiom (hoy have business connections. Gloom spreads. 
There is a general distress, for most people cannot meet their obliga- 
tions. The conditions become acute. This phase of the trade cycle is 
known as the crisis — a point of critical convulsions The horizdn 
id tlio gloomiest at t hia time. 


The crisis ib tho period of utmost suft'oring for the business men. 
But tlioy recover m courho of time from the atunning blow. Their 
commitnientw ate liquidated bomchow and buisness enters into the 
stage what has idroady been de=cribcd aa dopression or slump . or a 
state of stagnation. Lord Overstene dcaoribos tho oourso of a trade 
cycle thus : “biato of quiosccncc—next, improvement— growing 
confidence — piosperuy excitement— overtrading — convulsion -pres- 
Burc—distresJ —ending again in quioiccnce.”^ 


2. Characteristics of a Trade Cycle, d studj' of trade cycles 
has exliibited two important characteristics. (J) Its oyclical nature, 
t.c., periodicity. (2) Its general nature or synchronism. 

It has been found that trade cycles occur periodically at fairly 
regular intervals. Tho interval is not a prooiBo one but tho degree of 
regularity is snllicient to eonvnioe us ol the periodicity of tho trade 
cycle. Attempts have been made to compute tho time taken by tho 
upward swing, the lioora period, the downward swing, the crisis and 
the depression. But there is no unanimity as to the time exactly 
taken liy each phase. There is a general consensus that the cycle 
takes seven to ten ycar-i nearly to complete itself. Business men .aro 
convinced that piosponty does not continue indeOtiitely nor does a 
depression last for ever. Ono must give place to tho other and tho 
cycle thus goes on. The intensity and the duration of each phase 
corresponds to tho latoiisity and the duration of the other. No 
uniform duration can bo expected but_ the upward and the downward 
swings are euro to follow each other as day follows night. Chapman 
compares these trade movements to tho disturbed osoillations of a 
pendulum when a kitten is playing with it. The business men have 
developed snob an uncanny insight that they know ivhen to expect 
tho one or the other, so high is tho degree of periodicity exhibited 
by trade activity in modern times. 

The second oharaoteristio is syaohronism or its all-ombraoiveness. 
Tho businefes world is one economic unit, one system like a living 
organism A pinprick in the foot of a man sends tho shock through- 
out tho system. Toning up of the stomach is bound to strengthen 
the heart and the lungs. A healthy body generally contains a healthy 
mind. So is businesb. An attack on ono part of the business 
organism is bound to send a shook to tho other parts. If one firm is 
in grief, those who deal with it cannot remain unaSeoted and they in 
turn will affect others with whom they may bo in commercial inter- 
course. If one industry is depressed , then those from whom it buys 

1. Quoted by Statsholl m Money, Cmht and Commerop, p, 2f0, ' 
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nnd iindifrorontK’.Ui i to that concurtcd nation is dinicult and no 
nKlividnal iiroJncor <;an by his own aalion n])prt‘ciably offect prices, 

1 he direct money cJ-^t' h-ntif; nmall, the prices rnuht fall a long way 
to affect hie imniodi'.te prodnotion plans. At- a rule helms no 
iilternativc but TO oo on producing. 

(c) Stock holding policM, Tho-e products can bo safely and 
conveniently stored without fear of deterioration. Storing is common 
to ensure regular wipply and is influenced by c-'rpoctations of future 
prtce-chnngcs. 

Wo must remember, however, that tynchronism is retarded 
intcnmtioimllv by four main facts.' (1) The greater transport costs, 
tariff barricTs'nnd quantitative trade restrictions, (2) greater inuno- 
bilily of labour, (3) autonomous euneucies, (4) gmiter .sensitivity 
of cajiilrd. 

TIIEORICR OE TRADE CYCLES 

4, Climatic Theory. An attempt has been niadi: to explain 
the oecurience of a trade cycle ei-peeiilly its pariodieal nature in 
gcognaplucal terms. It is ’held tint there arc climatic cyclc.s. In 
India it is believed that the monmon follows a certain cj’clo of 
good and had rain. Climate afTect" bar rests whiuU supply raw 
niatcrialb to industry. 

Superabundance of raw material or its scarcity is bound to 
produce corresponding effects on industry. The failure of harvest 
gives the initial purii and the depression .'spreads inevitably in the 
parts of interrelated economy. Periods of pood hnrve'-ts nlternato 
■with those of had ones .anrl heneo boorps and dopr&s»ions follow one 
another. When harvests fail in spmo country the efi'ccl is trans- 
mitted abroad. Not only is the .supply of raw materials affected but 
also the purchasing power of the growers is diminished which in turn 
adversely affects the demand for ' manufacturiHi goods in the same 
country or abroad. A famine in India produced by a general failure 
of crops may lead to the closing^ of some Manchester or Japanese 
cotton mills. It is, therefore, quite understandable that failure of 
rain or an’.unfavourable olinintc ftan bring about a depressed state 
in the ■world of industry. \ 

^ The advocates of the olimatiA theory emphasise that olimatio 
variations occur fairly regularly, rrhoy. therefore, wish to explain 
lot merely occurrence of the crisis \but also its recurrence. For this 
he evidence is verv scanty. There scorns to be no scientific basis 
for such a theory. It belongs to tiiP realm of onnieoture. 

One theory advanced in tbic collection is very well known, liz., 
Jcions Sun^jiot Theory. Prof. Jovon^says that some spots appear 
on the face of the sun periodically ana'llloy affect the emission of 
.leat which in^ cum affects rain and harvests. Then there is the 
usual link ofEarc'ests with industry and depression spreads generally. 
liike the other climatic oxplanationa of tho orisiB, Jevons Sunspot 

T Ibid, p. 90. ~ ~ " 
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Theory is regnrded with, scepticism. It is known for its novel 
explanation rather than for its scientific authenticity. , 

We can only say that variations in climate do affect industry 
and trade but we do not find in the geographical factor a complete 
and satisfactory explanation of the cyclical and general nature of 
the trade cycle. The world area under cultivation is .so vast and 
the climatic conditions are so diverse that local variations are found 
to have only localised effects. 

5. Psychological Theory. The climatic theory is an attempt 
to account for the trade cycle objectively or on the basis of external 
factors. But it is held that these external factors are weak in 
explaining the rapid spreading of the crisis or feverish overtrading 
indulged in by the business community. There are those, therefore, 
who take the aid of psychological factors in explaining the causo,^of 
a trade cycle. 

It is pointed out that mostly the business is based on intelligent 
anticipations and the business community is often affected either 
by the wave of optimism or a wave of pessimism. ‘There is self- 
engendered rhythm of collective error.' We have our moods. Some- 
times we feel a little depressed and do not know why. At others 
we are in a mood of exhileration without any apparent cause. 
Despair and hopefulness are both catching. Our moods are soon 
communicated to others. It is wrong to think, the advocate of this 
theory point out, that men’s minds work in an isolated fashion. 
There is the herd-instinct among men and there is crowd-psychology. 
It is this crowd -psychology which explains the wider ramifications 
of a trade depression. When one business man is in a buoyant 
mood he passes this buoyancy on to those with whom he trudea and 
80 on. 

People are sometimes confident and sanguine and are prepared 
to take risks and expand business. At otlier times they are dejected 
and approliend failure. When one bank fails more failures are 
apprehended and a rush on one bank brings about its failure even 
though the bank may have been a sound one. The Peoples’ Bank 
which failed in 1901 was such a bank. When a business man loses 
a bargain, not only does he lose money but he catches a defeatist 
mentality which has a further depressing effect on his business. 
When a man gains, he just thinks that business is on the upward 
swing and many others share this view and make further gains. 

That psychological theory has an element of truth in it cannot 
be doubted. But it does not quite explain how the depression starts 
or how the recovery begins. These ‘turns’ in business are not satis- 
factorily explained by the psychological theory though it can 
explain all right how the upward or downward movement gathers 
momentum. It is a fact that business often continues good even 
though the objective causes making far business prosperity have 
disappeared. Similarly, it continues depressed even thougii the 
depressing factors no longer exist, i’ui explanation lies in imman 
psychology. 
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6. Fujandal Theory. There me writers who do not believe 
that the trade cycle depends on dimutic factors or the vagaries of 
human nature, Thev would plate the blarac mainly and directly on 
financial organisation, i.r , the banUing and the credit sr stem, iheir 
argameiit is something like this The roUime of trade very lately 
depends on the availability of media of ovchangc. .'lost ot the 
business is done with fiorrowed money. When business prospects 
are good, the banks freely extend credit fncililies through cash 
credit, discounting overdraft, etc. Few requests for accommodation 
arc rejected. Assured of cheap and easy credit facilities, the business 
men go on expanding theJr business ent-eringinto further and further 
commitments. A huge superstructure of credit is built up. This 
superstructure can be maintained by the eontinuanco of cheap 
money conditions if not their further extension. But a point is 
reached that n certain bank thinks it has gone a bit too far m the 
matter of advances. Probably its reserve ratio has fallen dangerously 
low. In self-defence it applies the brake, curbs further expansion of 
credit and begins to recall advances. This sudden suspension of 
credit facilities proves a bomb-shell to the business community. 
They have been counting on renewal of overdrafts and cash credit 
facilities. The bank’s liberal attitude itself has encouraged them in 
thm belief and now contrary to their expectations, moneys are being 
called in. They mast clear the stocks and repay. Tncre seems to be 
no other way out Tiiis general desire for liquidity depresses 
the market for the stocks are being unloaded. Some firm®, 
weaker links of the chain, fail to meet their obligations and bring to 
grief those whom they could not pay. Very solvent firms fail simply 
because they did not receive a timely financial assistance from the 
bank. The banks lent freely when they should not have done. 
They not merely helped the genuine trader but the speculator. It 
is with their h<.ip that a speculative boom was super-imposed on 
the genuine productive boom. Bub when the crisis comes and their 
help is needed most, the> callously refuse to come to the ‘resoue of 
those whom they ha 1 formerly helped to speculate, A helpful atti- 
tude in a crisis can «avc many and prevent a general financial crisis 
from developing. But as it is, baukruptoies multijily and a commer- 
cial crisis is converted into a financial crisis. 


Now, it cannot be denied that banking institutions play an im- 
portant part in building up trade activity. Finance is the iif»-b?ood 
of conimerce. But it is a bit unkind to say that they cause a crisis. 
What can be safely said is that they aggravate matters. They prop 
up a boom by an over-issue of credit and they accentuate depre'^sion 
by Its suspension. But neither the boom nor the depression origi- 
nates with them. Secondly, a world phenomenon like a modern 
depression cannot be attributed to the isolated action of banks in 
one country. A trade cycle cannot, therefore, he exclusively attri- 
buted to the misbehaviour of money. 


7. 

other ex 


Competition Theory or Over-production Theory. An- 

planation put fonvnrd for the occurrence of a trade cycle 
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- \ 
is the operation of the competitive forces in a capitalist economy. It 

is argued that competition creates a trade cycle in two waj’s : ( 1 ) 
it leads to over-production which Chapman calls the positive aspect ; 
and (’ 2 ) it raises costs of production — the negative aspect. 

Under competitive economy there is normally a tendency to- 
wards over-production. There are so manj>’ rivals in every trade. 
Every one of them tries to capture as much business as he can. 
Each has got an eye on the whole market and is anxious to enlarge 
his own share of it. Everybody, therefore, is trying to increase pro- 
duction while existing firms are expanding output, new entrants 
jump into the field to benefit themselves by good trade prospects. 
Such being the case overshooting of the market is inevitable. A 
time comes when the market is glutted. Augmented supply de- 
presses prices. This is one aspect or consequence of competition. 

On the other hand, the cumulative effect of their action is to 
raise costs. In their efforts to expand output their demand for 
factors of production is increased. Every body wants more capital, 
more labour and more of other factors. The combined pressure 
must drive up the prices of factors.- Costs rise. We have seen that 
their action is leading to a fall in prices. Costs overtake prices and 
profits begin vanishing. 'The weaker firms are liquidated till ulti- 
mately supply contracts raising the'prices. The factors being idle in 
depression, their prices fall and conditions are ripe for recovery to 
set in. In the downward sweep competition aggravates matters. 
Every business man wants to save himself and this keen desire for 
liquidity brings failure and he, as a part of the productive system, 
cannot escape the injury. Competition thus explains the cyclical 
nature or periodicity of the crisis. In the words of Chapman, “The 
positive forces raise the output as the wind raises the waters of the 
sea, while the negative depress it as gravitation contracts the effect 
of the wind on the sea ; so that in the economic sphere we have 
waves of good and bad time like the waves of the sea." Socialists 
say that crisis is the by-product of competitive capitalism and so 
'long as capitalism lasts crisis must recur, 
r 

But competition does not explain why crises should occur at 
regular intervals. It, no doubt, leads to over-production and the 
inevitable depression but it does not account for the actual duration 
of the time taken in the completing of the cycle. Nor does it offer 
a complete explanation of the generality or synchronism of the 
boom and depression. We can understand that competition may 
lead to over-trading, some time in some trades but we are not quite 
convinced that these phenomena should affect all trades simultane- 
ously. Booms and depressions have their competitive aspects but 
we cannot find in competition .a complete explanation of these 
phenomena . rf- 

8 . Over-saving or Under-consumption Theory^ The Socialists 
school of writers has advanced anbther theory jjof trade - cycles, 0 'z., 
oversaving or under-consimpHon. theory. The theory' is associated 
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-R-ithShc nnino of J. A. Hob-on nnd hnr, In en further d'-vrlopod by 
Mnjor DoupMh Ti \n arpncd thil thore nre v.)rlo d -paritK'i between 
the tneomcH of t}ie nob and lho!« of the poor peoph' and the di's- 
pnrity ja hemp nteentuntO'J ft"* lime pa‘>“e*<. ffic rich people ore not 
ftble'to upend all (hnr income Marine, thertforc, poo's on automati- 
onllv. Tho-e ravinp" arc UMjally investM* in bii®ine*!a 
and proiluction iV nnr.ncntcd as the rep’ilt But tlie tvage- 
earner® nhn con-titute the rna"' of ern-umt r« pet onh a email re- 
muneration a' compand nith the tj>tn pron»nrH nho-e nrofit- 
pwallow np a larger alune of production Profits are again invested- 
Thua pirdiicfion H he'nu increatfd at i,vfrj stage and the pnrehna- 
ing power of the con uincr dot) not ircrea-e to the •‘atne ettent, 
Too mneh ravini. nitam too little «ptndint: Tiierr js thus a 
dncquilibnuni between diniind and Miiiplv and dipre^don muat 
rn-ne, nnltl jirices fall ’'Ufie i< ntU f<>r good , to b r trricd oil tbe 
marVet. 

What is nece'-ary to avoid a erws i*- that the purc’i ising pjaver 
of tbe eotisnnifrB must be equal to the total eti-ts of nrodnetion. 
tVhnt hanpens jc that the total costs incnrrrd do not find thtir way 
into the pockrta of the final cnmiitrer : u part pv.iparit<-t in the 
wav, f q., a maniifactiinnc comp 1113 in-'te-d of (ii'-tnbutinir all 
the profits to the shareholdeni fccfa as'de 1 irpe '’mounts in reserve 
fund' Thus the ennsumors do not git ft pnrchasim; power corrc’> 
pondin’ to the coils incurred. Xoitlo iht '.rate of interest fulls M 
capital accumulate- but the fall is not sufficient to put oT the evil 
day. 

Th” argumout has n degree of plinmbilit}'. But it is only s 
p irti il explanation ofacn-i-. One falhcv' in the argument can bo 
pointed out. If tbe pureba-mK power is not hoarded, it must reach 
ultimately the commner. Saving is not hoarding. Sivmg nieatis 
iincstmont and a- -uo’i it “impla tran-f n> the purchasing power from 
some ja tple t j o'lur- .\1'0 nmre iiicrias in the cajiital cannot 
bring about a boom Unle®' tlirre is a prospect of.’profit tbe bn-iness 
men would not lakt out capital from the bank*, Tien ucam accumu- 
lation of capital mu't mean lo.aer rates of interest and thus lower 
ro«t« and so long a- co"ts are 1* " than pnee®. depression cannot 
come. \n the same few can dena* that und^r c-pitaliarn the Rav- 
mg power of the producers inert a®-'® much fa-tcr than the pnrehns- 
inc power of the general body of consumers The nch are becoming 
richer and poor are becoming poorer. The poor eonstitnf-c the 
market for the good® produced by the nch .and boinc poor tbej’ 
c-nnot bvi}' all that it* placed in the market Hence a en®!® 

9 Lord hscynes' View on The Occurrence of a Trade Cycle — 
Flucluations in Investment. I.ord Iviancs attributes tr.aie depres- 
sion to ji disparity between saa ing and investment. Total costs of 
production increased m the inakinii of a thing represent the incomes 
accrued to the various factors contributing to tho making of it. 
The aggregate cost of production of all commodities and services thus 
constifafc total income accruinc to the Tarioup members of the 
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community. A portion of these incomes is spent directly on the 
purchase of goods and services and tho rest is saved. But if the 
saving is invested it, too, directly or indirectly creates a demand for 
goods. In case, however, it is not invested , but it is hoarded then to 
that extent the purchasing power of the community becomes inert 
and immobilised and goods already produced cannot be profitably 
disposed of. This will bring about a depression. If, on the other 
hand, investment is greater than saving, i.*’., investment is stimulated 
and financed by credit created by the banlts, then the over-issue of 
credit will raise prices and create a boom. It is thus, according to 
Keynes, a disequilibrium between saving and ‘ investment which is 
responsible either for a depression or for a boom. 

Extra savings may result when real income increases or cost 
of living falls. Savings may also bo increased if rates of interest rise 
more than the rates of profit. Benham mentions four sources of 
investible funds : amortisation quotas, now savings, new money and 
balances lying previously idle. New money is the bank’s creation 
through loans or selling of securities. This is also called inflation. 
It results in what has been called forced savings because the consumers 
are compelled to curtail consumption on account of higher prices. 
The other typo of saving, i.e. out of surplus of production over con- 
sumption is called voluntary saving. 

Increased savings may not be followed by increased investment. 
They may simply lead to a reduction in tho deposits of the traders. 
The equilibrium has been disturbed and dislocation of trade must 
ensue. Whenever savings increase, the rate of interest must fall 
sufficiently to induce investment and thus preserve a balance between 
savings and investment. Disequilibrium between the two will mean 
dislocation of business. 

But we know that mere fall in tho rate of interest cannot increase 
investment. Rato of interest is not the primary consideration for the 
entrepreneurs. They arc guided more by the state of business. In 
Bonham’s words, “Entrepreneurs will expand their business, or start 
new ones, only if they expect the demand for their products to in- 
crease, or the costs of making and soiling them to diminish sufficient- 
ly for them to sell a greater output than before at a profit.” A low 
rate of interest is an invitation to the entrepreneurs to borrow. . But 
the invitation may not be availed of. '‘You may take the horse to 
water ; you cannot make him drink." Prof. Keynes’ theory also 
does not throw any light on the periodioity aspect of a trade cycle. 
This is not to deny that fluctuations in investment^ have an important 
bearing on alterations of trade conditions. 

10. The Concept of the Multiplier. There are two multipliers 
which have figured in tho discussions on trade fluctuations. The 


1 InvGstmoi.t may bo gi-oss or not, Tho gross investment is tho total 
amount spent on tho production and innintoDanco of producers’ goods. If you 
, d6dMtyrQtnjt.Hl?Lamoun^_.8gpnfc^pn mere mBintenaneo of capitnl intoot. Ic,, 
repairs, renowats and replacemonts, the roinaindor will Tjo riot invest frionl.. 
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Investment 'Mnltipli'^r and the Employment Multiplier. 

The Investment Multiplier is Prof. Keyne=’ gift of economic 
theory. Prof. Keynes ^eeka to define the relation bet veen aggregate 
or gross investment and the increase in national income. When in- 
vestment is increased, it adds to productive efficiency and conse- 
quently to national dividend. The ratio between the increase in 
investment and the increase in aationil income 's called the Invest- 
ment Multiplier. This ratio changes from time to time. It varies 
with the crowth of technique of business and improvement in the 
efficiency of the factors of production or development of credit bank- 
ing and of the means of communication and transportation. If this 
ratio or the Investment Multiplier is called K, then an increase in 
gross investment will lead to an increase in income which is K times 
the increment of investment.* 

The Employment Multiplier is associated with the name of 
R. F.Kahn.® “The Employment Multiplier measures the ratio of 
the increment of total employment associated with a given increment 
of primary employment in the investment industries.” 

Now that the war is over Indian industrialists are thinking of 
extending and modernising their plants. Some of them have visited 
America and England with a view to securing capital goods — 
machines, etc. Industries producing capital goods will receive 
stimulus. The amount invested in these industries is called primary 
investment. This investment creates employment for those who 
will be engaged in the making of machines. This is known as the 
primary employment. But when the machines are ready and are 
disposed of, they will be set up for prodnetiun of consumers’ goods. 
When production starts, more employment will be created. This 
may not happen at oiue as soon as primary investment takes place. 
There is always what is called a time-lag, i. s., the interval between 
the primary emploj ment and the employment in the consumers 
goods industries. An increase in primary employment leads to 
increase in the total employment and the ratio between the two is 
-called the Employment Multiplier. 

11. Dr. Hayek’s Theory. Dr. Hayek puts the whole blame of 
crisis on the over-issue of credit at an artificially low rate, a rate 
which is not warranted by the natural and genuine supply of capital 
coming out of current savings. 

When voluntary savings are the only source of capital supply, 
then borrowing beyond proper limits will not be possible, for the rate 
of interest will rise sharply to put a brake on credit expansion. A 
balance between production and consumption will be maintained 
more or less. 

But the equilibrium is rudely shaken in the case of forced sav- 
ings, f.c., by inflation. As the expansion of credit depends on the 
bunk s own sweet will, they can lend at rates lower than what would 
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have been charged if they had to depend on voluntary saving. 
Cheap money raises prices. The additional supply of money finds its 
way to the produceis’ goods industries. Proeess of production is 
‘lengthened’ out or production becomes more and more round about 
or capitalistic. This new money ultimately reaches the final consux 
mers through the payments to the factors of production. - Prices of 
consumers’ goods too rise. This leads to a diversion of resources 
from the earlier stages of production to the final stage. The earlier 
stages can be maintained by further expansion of credit. But the 
banks, mindful of their own safety and in sheer self-defence, refuse 
to lend further and there is a crisis. Tliere is thus stagnation in the 
earlier stages.^ The crisis could have been avoided if the productive 
process had been completed by the time increased demand for con- 
sumers' goods appears. But this is not possible. Production is 
still going on when the remuneration paid to the factors has increas- 
ed their purchasing power. 

The theory is based on the fact that the resources of the com- 
munity are limited. One aim can be realised by the sacrifice • of 
another. One stage of production can be expanded only by the 
curtailment of another. When the final stage expands in response 
to increased demand for consumers’ goods, then the factors must be 
withdrawn from the earlier stages. The factors which are specific 
cannot be moved but they have to remain idle, for the non-specific 
factors in conjunction with which only they could work, have been 
withdrawn.*' The earlier stages of production are dislocated and 
become unremunerative, for the banks later begin to charge ,too^ 
high rates to put off the borrowers. The whole mischief lies, accord-' 
ing to Dr. Hayek, in too faciie credit which helps in building Up* 
business beyond the limits of prudence. 

Dr. Hayek’s theory is based on the assumption that saving and, 
investment are in equilibrium and that the equilibrium is upset by 
the banking policy. This assumption does not hold good. Prof. 
Keynes theory, we have seen, is based on the fact that there is dis- 
oquilibrium betw’oon saving and investment. It further assumes 
that the resources are in full employment and creation of credit 
necessitating a diversion from some phases of production to the 
others creates dislocation. But factors are seldom fully employed. 
There is always, even in ' the busiest periods of biisiness, a margin of 
unemployment. It follows, therefore, production can expand in any 
of its stages without necessarily dislocating any other stage. Again, 
the theory seems to be opposed to common-sense when it says, that 
the iriorease in demand for consuraera’ goods does not mean an in- 
creased demand for the creation of producers’ goods. EinalJy, the 
theory seems to imply that creation of credit is always harmful. 
Over-issue of credit no doubt has sometimes serious repercussions, 
yet the instrument of credit can be welded .sometimes to great ad- 
vantages of the oommunity. A low rate may stimulate investment 
when the country has been in a state of economic stagnation. Dr.*^ 
Hayek’s theory does not explain the cyclical nature of trade de- 
pression. 
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12 Causes of Trade Cycles. We have covered a very oontro. 
versiul ground. Indeed no subject in Economics is subject to so 
muMi dispute as the causes of a trade cjcle. There is a kernel of 
truth in each theory but ue have seen ive cannot rely solely on any 
cf them to explain* to us either the cjclical nature of the trade 
movements or its generality. Trade cycle is a very complex pheno- 
menon. We shall m vain look for a complete explanation of a trade 
cycle in any ono'theory. A trade cycle is the resultant of a combi- 
nation of causes of diverte nature. Climatic causes hinder or help 
production and provide the objective forces of the trade cycle ; 
psychological factors represent the subjective conditions, and create 
•waves of pessimism or optimism. Monetary causes accentuate the 
upward aud the downward movements, competition and over-saving 
are responsible for over-production and nnder-consumption. So 
many factors conspire to bring about a crisis. 

S. E. Thomas sums up the causes of trade cycles under the 
following three heads : — 

(а) Unforeseen causes affecting the supply of raw materials; 

(б) Imperfect adjustment of demand and supply ; and 
(c) variations in the prices due to financial causes, 

(а) Causes affecting the supply of rato materials. Supply of raw 
materials may be adversely affect»'d bj' such factors ns unfavourable 
climate, too much or too little rain or untimely rain, pests, earth- 
quakes, wars, etc. A prolonged and general strike is also a dislocat- 
ing factor. Shortace of raw material will certainly make capital 
equipment idle. A modern ori-is is not merelv the outcome 
of shortage of raw matenal hut also its super-abundance. Starva- 
tion in the midst of plenty w'as a common phenomenon of the last 
deprsssion. This was due to the maladjustment between demand 
and supply. 

(б) Imperfect adjustment o/ danand and supply. Modem pro- 
duction is a very complicated and prolonged process. Thousands of 
people living in remote parts of the .\orld contribute to the produc- 
tion of a single article of a very ordinary use. Productive activity 
is, again, directed by the isolated and unco-ordinated decisions of 
countless entrepreneurs. No wonder, therefore, that sometimes 
there is too much production at one stage and too little at another. 
Eor example spinning capacity may expand beyond the ■weaving 
capacity of the cotton mill industry. The discrepancy produces a 
depression in the spinning industry ■which of course in time spreads 
forward and backward If productive machinery is to ■work .smooth- 
ly there must be a perfect balance between the two adjacent stages 
of production. But of this there is no guarantee. Probability, on 
the other hand, is that there ■will be a disequilibrinm. Wh<*n produc- 
tion at different stages takes place in different lands, it will be simply 
a miracle if there is the right balance between production and de- 
mand at different stages. Competition ii ~ure to lead to over-pro- 
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duotiion. Psychological factors account for over-trading. Lack of 
co-operation and understanding between the jirodncers leads to blind 
notion and a catastrophe. / ' • ' 

Further, production is ij6?Iertaken in anticipation of demand. _ 
The modern productivey)roce6'es being too lengthy and round-about, 
the anticipation is based on a long rnnse policy. But so many 
factors may crop up in the meantime to faLify the entrepreneur’s 
calculations, e,g., change in ohatom and fashion, appearance of a sub- 
stitute, the production of a new design by a new type of maohinerj^, 
cr war may intervene. Any of thc^e factors may render capital 
investment useless. Many Indian business men were deceived when 
after the war (1914-18) they ordered machinery from Enulaiid think- 
ing that the government W’ould be able to maintain 2s. laiio But 
when the goods arrived the ratio bad fallen considerably. So many 
things can happen to put the productive machinery out of gear. 

(c) Variations in the price level. Prices may shoot high when 
there is inflation either because too much money is being issued by 
tiie currency authority or the commercial banks are recklessly ex- 
])anding credit, A rising price level engenders speculation and then 
the inevitable crash. Inflation is generally followed by a policy of 
deflation. The deflationist tendencies after the war (1914-18) pro- 
duced unparalleled depression. Price level is very sensitive, Tiie end 
of the war is sure to bring the price level down and everybody is 
expecting the depression to come. We have already seen that the 
financial factors accentuate both the upward sweep and the down- 
ward sweep of a trade cycle, the reckless len ling, the former, and 
burtailment of the credit, the latter. 

13. Remedial Measures to Fight an Economic Crisis. Lack of 
unanimity as to the policy to be followed in a crisis is even more 
marked than the lack of unanimity about the causes thereof. For a 
complicated malady no simple medicine can be prescribed. Most of 
the economists are agreed that under the existing economic order 
crises arc unavoidable ; you can only delay or mitigate their seve- 
rity when they come. We need, therefore, two sets of measures : 
the preventives and the curatives. 

For preventing or’ avoiding a crisis, the remedy will depend on 
the diagnosis. The influences of climatic factors on the supply of 
raw materials cannot he ruled out altogether. In a country like India, 
where nearly three-quarters of the people depend on agriculture, it 
is necessary that dependence on rains should bo removed as far as 
possible BO that agriculture no longer remains a gamble in the rains. 

A network of canals, wells, tube-wells and reservoirs may be pro- 
vided to ensure an adequate and regular supply of water. Other 
eternal factors like wars, earthquakes and epidemics cannot be pro- 
vided against. They do not play an important part in a trade 
cycle. At any rate they do not occur with any degree of regularity. 

Imperfect adjustment of demand and supply can be rectified 
by collecting and disseminating correct and up-to-date statistical in- 
formation about the condition of crops, quantities of goods jiroduced 
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by the innm industries, state of omploj'ment, itnports and csnirl?, 
per captia income, price and cost of living index numbers and of 
con^any floatations and profits. This will help the busineis resri 
to form ,an intelligent forecast of the probable changes in the* t\*> 
jnana and supply of ccitain types of goods. The intenigonee btsresu 
may ispe directives and warnings from time to time so that undye 
pessimism or optimism is nipped in the bud. In the boom I'crim! 
the companies may, be asked to foboB' a cautious poliev in declaring 
dividends and building up reserves. 

A sound banking ^stem and a sound monetary policy are also 
essential to act os a stabilising influence on business activity. Maui* 
pulation of the hank rate can.put a timelv brake before the thine? 
have gone too far. . ' , 

Rut with the best of prooiiitions it may not ,he possible to avoid 
a crisis altogether. Whore preventives, ^therefore, will not do, we 
must be ready to fight depression when it has at last overtaken ti?. 
In that case the Central and the local governments must launch a 
bold public works policy of road building, railway estcasion, n public 
building programme, oven though the work undertaken may not in 
any sense be productive, it may bo whnt has been called Pimmiden- 
ban (building the pyramids), yet it will provide employment, supply 
some purchasing power and thus keep up the morale. Jt will re- 
move causes of crisis which are purely due to rucntal depression, 

A more sympathetic policy on the part of the bunking system 
will also bo necessary. The banks must come to the hid of partis^ 
who are otherwise solvent but find only a temporary dilTicully in 
’meeting their obligation. The Central Rank should st'C that creiiit 
facilitios are not seriously curtailed. U may assure the banks of it*, 
support in case they find themselves in a difficulty. 

Tlieso arc some of the measures th.at can bo adopted to nlloviatv 
suffering. But tlieso arc ail palliatives. The world has not been obli' 
to'discover any panacea or sovereign remedy for a t'ommercial crbin. 
Nothing short of reorganisation of the economic system can pw- 
vide against the recurrence of crises. Those are by-products of vApi- 
talism and so long ns capitalistic system of production continur* 
such disturbances must take place. .A idanned economy or wn*' 
form of socialism may remove such a contingency. 


Even a socialist State will commit mistakes about organssiUicn 
of production. Even it «dll have to anticipate demand. No humsu 
organisation can bo infallible, ycl jilaiining of the entire ceonotnif 
field will so co-ordinate IheTarioms economic nctivitiee that mabib 
iustmonts rvill bo rare phenomena. Even when dislocations do oecar, 
the vast resources of the State can easily meet such aituatiorH. No 
failure of individual firms or displacement of labour will take 
losses.' can bo easily home. When the whole world was 
from - acute depression and unemployment dtinng the early 
no such 'dark clouds threatened the ccsonoralo homm in 
Rlanneil economy seems to be the best way of not only preccatu*. 
a crisis but also of fighting it,- 
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PUBLIC ECONOMICS 

1. Necessity lot State Intervention in the Economic Splbeie. 
State is a political society. It has been formed for the realisation' 
of sqnie oomtnon ends. Its ultimate aim is the promotion of human 
welfare. As such a State must take notice of the economic activities 
of its citizens. . Of all ad-ivities those that are economic in character 
are most vital to human welfare. No State can effectively and satis- 
factorily work towards its ultimate end by ignoring, therefore, the 
economic activities of the individual's. 

We cannot agree that the State is an end in itself. Some econo- 
mists used to say that Economics was the handmaid of polities. But 
it is more true to say that politics is the handmaid ol Economics. 
The economic aim— the removal of poverty — is the -more important 
aim and the political strucUiro must be so shaped as to subserve this 
aim. For e.vample we want to remove poverty from India. The 
Indian constitutional set up must be such which can help us in 
achieving this aim. If economic planniifg is essential for the raising of 
the standard of living of, the Indian masses, the constitutioual 
arrangement must make central direction of ail phases of economic 
activity possible. 

It is now generally recognised that State control and interference 
in the economic sphere are essential for promoting general welfare. 
Economics is concerned with consumption, production, exchange and 
distribution of wealth. If chaos is bad in the political world, it will 
he 'worse in the economic world. It is realised that the State must 
step in’ to make economic activity orderly and fruitful. The State 
must regulate Consumption and Exchange, it must assist Production 
. and ensure eq^iitable distribution of wealth. If we are concerned 
with the disposal of scarce means for the satisfaction of our multiple 
wants, the need for State action seems to be obvious in order to make 
sure that the use of the scarce means is economical and is. conducive 
to maximum satisfaction, of the human being forming the body 
politic. 

Necessity of State interference is thus obvious for the attaiiunent 
of economic ends, 

2- Different Views About the Extent of State Activity, 

It has been well said that “political theory has been conditioned 
by environments.” As the environments have changed, the political 
views about the proper sphere of State activity also underwent a 
.change. There has been a singular lack of unanimity among politi- 
cal thinkers about the extent and mode of State interference. We 
can broadly distinguish the following main types of political thought. 

The Anarchists. Thej' believe in the negation of the Govern- 
ment. Thev think , that a stage would be reached when man wilt 
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liave been so much morally lifted, that the Government would be* 
come unnecessary ; it will ‘wither away.’ The society will regalato 
itself. This is just a dre£).ra of political visionaries. This ia an 
extreme view. 

The Communists. On the other extreme are the Communists. 
Far from being eliminated the State will bo a live and powerful in- 
strument for the achievement of economic ends. The Oonununists 
would subject economic activity of the individuals to minute super- 
vision and regulation. Everything will belong to the State and the 
Government will organise and direct all economic activity. The 
individual will bo a mere pawn in the game. ' Some %vould call it 
economic serfdom. Tina state of affairs is yet bojmnd practical 
politics. 

Betw:een these two extreme views— -views which have not been 
pnt into practice — there are two other views rvhiob have actually 
shaped political policies. Une of these views is what has been called 
individnalism or economic liberalism. 

The IndividimUsls, The individualists . regard State as an evil, 
though a necessary evil. They believe that human welfare is best 
promoted if economic activity proceeds unhampered and unfettered 
by any State interference. 

In the words of a French Physiocrat Francois Quoanay “the ’ 
surest guardian of internal and external commerce, the most exact , 
and profitable to the luitioa and State, lies in the unlimited freedom * 
of competition.” /l-dam Smith in England preached the gospel of . 
economic liberalism. According to this school of thought the ! 
Government is to perform the bare minimum of functions. It is to 
bo a police state, inaintcnanco of law and order being its sol® concern. 
There is^no room for factory legislation and social security schemes. ,, 
This view obviously ignores the reasonable needs of society. Indi- ; 
vidualism 1ms been discredited both as a political principle and as 
a guide for State action. The bases of individualism have boon 
long exploded, No body now seriously believes that every 
individual understands bis . self-interest or has the power t-o realize 
it Even d.S. Mill, the staunch advocate of hiisscz^Jaire ’hud. Xo 
recognize Certain 6j)be.rc3 of State interference. 

The Onlli’clivist of the Socialist Viexv. The collectivists and the 
socialists hold entirely different views. They emphasise the social 
interests ns distinguished from the rights and the privileges of the 
individual. Far from considering the State as a necessary evil, 
they regard State as a very useful and desirable institution ancT they 
would h^ea]) on it vast and almost unlimited powers. They would 
justify all interrerence by the State if it helps to promote social 
welfare. There is no limit to State interference except the important 
condition that it must result in addition to human welfare. 

3. The Modem View. There is a strong swing towards social- 
ism or colloctivism in the modern view about State activity. The 

statesman of today places no limitation on the authority of the 

» . s . ' 
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Government to interfere in the economic sphere. The sole criterion 
is whether State activity directly or indiretly _ is conducive to the 
benefit of the society. Leon Duguit says, in his ‘Law in the Modern 
State’, “whatever is essential to the smooth running of society is a 
public service.” . . . ■ c - 

For some timo financial oonsideratioDs governed t- tate action. . 
Profit was the touchstone. All State activity hinged on the question 
'Does it pay 1’ The following passage excellently sums up this 
attitude.^ ' ^ 

"J-M. Keynes has called the nineteenth century an accountants 
nightmare. No work is to be done unless it ‘paid’ ; every activity 
was subordinated to financial calculations. We built slums because 
they paid better than decent houses ; we disfigured the countryside, 
wasted our great river basins, razed our forests, partly from igno- 
rance but mostly because it ‘paid’ for the moment. We would not 
put the unemployed to work cn public improvements because it did 
not pay. We have to remain poor because it does not pay to be 
rich. We have to live in hotels not because we cannot build palaces 
but because we cannot ‘afford’ them. This rule of self-destructive 
financial calculation governed every walk of life.” 

This was indeed a tragic handicap but luckily almost removed 
now. Einanoial considerations are not altogether irrelvant; but 
it is now recognised that any public expenditure which seeks to 
develop natural or human material of the nation is justified and may 
be considered ‘to pay’. 

As times have passed the governmenta have beenjforced by the 
logic of circumstances to assume more and more functions, so that 
the sphere of State activity has constantly widened and become 
more an^ more diversified. The world war (1914-18) made a strong 
breach in the laissez faire doctrine. The worldwide and unprece- 
: dented economic depression of the ’thirties called upon the govern- 
ments everywhere to come out with bold economic policies. The 
American New Deal touched every phase of economic life. The global 
war that has just ended has brought the State as a regulator of 
economic life to the forefront. State control and regulation have 
been extended to cover every aspect of economic life. It touches us 
as consumers and producers and not merely as citizens. And there 
is no going back. “GoUeotivism,” says -Chase, "is upon us, horse, 
foot and guns.”® According to him 70% of all Europeans are now- 
living in the shadow of State-controlled enterprise and the question 
; is merely shall business men become rulers or rulers become business 
men ? 

^ The modern economist has little scruples about limits of State 
acti-vity. The governmental machinery is now being freely utilised 
in carrymg oat an economical allocation of the resources o^he 
community and in affecting the distribution of wealth in a variety of 
ways. Either the Government does these things directly, of 
i ndirectly thr ough a stringent control over private enterprise, 

o’ 1936, pp; 11-20. 

«. OhsEe, S. — GoveminBat in Business, 1035, p. 6. 
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We can sum up the modem view in the following words. "It 
came to be recognised that the State has duties other than the 
provision of an army, a navy, and police, and that defence of quite 
a different kind was necessary. The community as a whole must 
unite to enforce right against might ; to protect the economically 
weak against the economically strong, to prevent the exploitation 
of the poor by the rich, and to fight the evils of poverty and disease 
with their destructive effects upon the social and political order."-'- 

4. Functions of a Modern State. Different writers have 
offered different classifications of the functions of State. Adam 
Smith gave threefold classificationd {a) “The protection of society 
from the violence and invasion of other independent societies” ; {b) 
“the protection, as far as possible, of every other member of it, or the 
duty of establishing an exact administration of justice (c) and “the 
duty of erecting and maintaining those public institutions and those 
public works which, though they may be in the highest degree 
advantageous to society are, however, of such a nature that the 
profit could never repay the expense to any individual or small 
number of individuals.” 

J.S. Mill gave twofold classification ; (a) Necessary functions 
providing security and Justice ; and (6) optional including all the 
other functions. 

The following classification of the main functions of the modern 
State may be considered as fairly a'cceptable ; — 

(i) Protective functions. These functions include provision of 
security from external aggression and maintenance of law and order 
ivithin the country. This is the primary function of any State. 

By some writers this has been called unproductive activity. 
But this is not quitfe a correct view. No doubt this form of activity 
does not yield any material or tangible return in the narrow economic 
sense, yet in a broad sense and indirectly the activity relating to 
defence may be called productive. Unless a country is properly 
protected, no productive activity can be carried on. This activity 
is, therefore, essential to the carrying out of other activities of the 
State which are called productive. 

(it) Administrative functions. Besides the military and police 
force whose duty is the defence of the country, both internal and 
external, every Government engages and maintains a host of adminis- 
trative officials and agencies whose duty is to administer the various 
departments and subjects. The administrative functions relate to 
the carrying out of the routine work of the Government. 

iiii) Social functions. Under this head are generally included 
functions like the provision of relief for the poor, the sick and the 
unemployed. Social insurance including health and unemployment 
insurance and the granting of old-age pensions is now considered a 
very essential function of all civilized Governments. Very com- 
prehensive and ambitious schemes of social security, which aim at 

1. T homns, S. E — EleinentB of Economics, 1936, p. 699, 
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banning want and fear from among the masses,,- are on the anvil in 
most of the leading countriea of the world. Besides these, the 
Governments of today provide museums, public parks, hbraries, 
education, medical aid and undertake the responsibility of providing 


decent housing facilities. 


word 


These functions do not pay in the narrow sense of the 
but are considered highly fruitful and productive from a broader , 
point of view. They develop the TmtuTal and the human tcaouveea - 
of the nation. 


{iv) Economic nnd OommfTcial Fvnclhns. In Economics we ore 
mostly concerned with these functions. They concern all Governi 
ment activity in connection with trade and industry. 

Thej’ include : “The facilitating, encouragement, regulation and 
control of business.”' 


Let US study in greater detail where the Government interven- 
tion in bnainess is essential and whjit forms it takes. 

5. According to S.I5. Thomas State intervention in economic 
affairs is justified in the following cases". 


- (i) ITficn the himneas is of a monopolistic 7talure. Whenever ' 
there is a monopoly there is a strong presumption of exploitation by 
the monopolist of the general body of the consumers. It becomes 
the duty of the Government to prevent this exploitation and the 
abuse of monopoly power. The Government may have to exercise 
close supervision over the working of a monopoly and may have to 
go even to tlio length of fixing the price of the monopolised* product. 
The consumers are in a helpless state before a monopolist and the 
Government, as the guardian of the general interests, must intervene 
to protect them. 

(ii) Where prirate enterprise vrottld not be attracted. This generally 
happens when no return can be expected on investment, e.g., schools, 
hospitals and roads. Such enterprises cannot jneld handsome 
dividends and must, therefore, be undertaken by the community 
collectively. The Government must also, step in where private, 
enterprise is deterred, for no return may be expected in the present 
generation, e.g., in schemes of afforestation, anti-erosion schemes, etc, 

(m) Where the economically weak require proteciioti: The factory 
workers are in an extremely vulnerable position and must" be pro- 
tected by suitable legislation against the all-powerful employers. 
This is especially the case in sweated trades. 

(iv) Social monopolies or Public Ulilify Services. Railways, posts 
and telegraphs services, water supply and supply of electricity or gas 
are generally put under the category of public utilities. In such 
cases it is obviously uneconomical and undesirable that there should 
be competing con cerns supplying the service. Municipal or Govern- 

1. Thomas. S.E.—EJtTnents of Econoroies, 1D3C, p. CIO. 

2- Ibid, p. 605. 
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ment control over these services is essential to ensure a regular and 
cheap service. This is, therefore, a fit sphere for Government inter- 
vention. 

(w) Where, ihe coneumer's interest may be prejudiced. An average 
consumer is not considered competent to form a correct judgment 
about the quality or the purity of the commodity supplied to him. 

^ He is, therefore, not in a position to safeguard his interests. The 
Government must come to his aid. We, therefore, find that lavra 
against adulteration are on the statute book in all countries. The 
Government intervention is considered essential for the protection of 
the consumers against the fraudulent practices of the producers. 

(vi) Where State management and control arc dictated by political 
or social as well as economic considerations. The obvious examples 
are the supply of currency and the manufacture of armaments. It 
is now recognised that the issue of currency notes by private agencies 
is fraught with serious risks to the whole community. State control 
and regulation of currency are absolutely essential if the economio 
machine is not to be thrown out of gear. Similarly, nmnufacture 
and sale of armaments cannot be entrusted to private enterprise 
without being a menace to peace and tranquillity in the country. 
Research on atomic energy is being kept a closely guarded State 
secret. 

6. Fonns of State Intervention in Business. Let us now 
see how the Government activity is directed towards the assistance 
of trade and industry in the country. Wo may distinguish, broadly, 
the following chief methods of Government assistance or intervention 
ju business. 

{i) Faciliiaiing, The Government provides innumerable facili- 
ties for busineb men without which it will bo almost impossible 
for them to carry on. Among the important facilities may be men- 
tioned the provision of currency, means of communication and trans- 
port, fixing of weights and measures, passing of commercial laws etc. 
All these facilities provide the necessary framework for the carrying 
on of trade and industry. We, in India, are not very well equipped 
in this respect. Means of communication and transport are inade- 
quate considering the area and the size of tho population of the 
country. Banking and credit, too, are not well developed. This 
lack is in no small measure responsible for our economic backward- 
ness. 

(it) Encouraging. Provision of facilities mentioned above is hardly 
considered adequate in modern times. Such a passive attitude on 
the part o f the State cannot ensure a measure of prosperity which 
a country can attain. It is, therefore, felt that a Government must 
actively encourage business or economio activity in the country. 
The encouragement may take a variety. of forms. 

A suitable fiscal policy can go a long way to bring about an 
industrial prosperity in the country. The domestic industries may 
he protected against foreign competition by tho levy of import duties 
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or foreign imports may be regulated by means of a quota system 
which may limit the scope of foreign competition. The Government 
may directly encourage an industry by granting bounties or 
subsidies. 

Bilateral or multi-lateral trade agreements may be negotiated for 
the benefit of the country’s commerce. In recent years wo 
entered lato a scries of agreoments with the U. IC, and Japan although 
cx^iert opinion in India was not convinced that these agreements 
were wholly beneficial to India. 

There are several other aids to industry which Government can 
supply, c g., provision of industrial education and research, industrial 
intelligence and statistics, financial aid either by loan or subscrip- 
tion to share capital or the purchase of debentures or guaranteeing 
a minimum return on capital. The Government can assure its own 
custom and undertake to make all store purchases from the home 
manufacturers. The Government can help the industrialists in pur- 
chasing suitable factory sites at concession rates. These are some of 
the ways m which Government can encourage trade and industry. 
It is needless to say that a policy of active State encouragement 
and sympathy can bring about an industrial revolution within a 
generation. 

(ill) Regulaling, State intervention is also essential to regulate 
business activity in the country to curb the undesirable and unsocial 
propensities of the entrepreneurs. Unregulated and unrestricted com- 
petition resulted in the past in serious social evils which were enough 
to shock the social conscience. The greed and the selfishness of 
the factory owmera in the early stages of the Industrial Revolution 
led to the most callous treatment of the workers. The statesmen wore 
awakened to the dire necessity of State regulation of economic acti- 
\itics of private individuals. Factory Acts were passed. There are 
provisions m the law for the safety of w'orkers in railways and ships. 
Compensation is granted for accidents, and schemes of social insur- 
ance arc in force in all leading countries. Minimum wages are fixed. 
The interests of the consumers are protected by the strict regulation 
of public utility services. 

(id) GontroL In some spheres the States do not content them- 
selves merely with facilitating, encouraging and regulating business. 
They go further and institute a strict control over the economic life 
of the citizens. In the Fascist State.s of Germanv and Italy State 
controls reached their farthest limit in peace time. ‘ There was strict 
regimentation of both production and consumption. The people 
have now become fairly familiar with the system of economic con- 
trols during the war that has just finished. Although tho war has 
ended tho controls continue. Tlicro is exchange control, import 
and export wnfrol, control on prices and control on capital issues. 
Thecconomic activitj' of tho community has been muzzled. Such 
c'-ciitial when the nation is passing through a 
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(v) ■State.pwnership. The mos6 drastic form that State inter 
vention takes is the abolition of private ownership of . industry. 

; Bank, of England and the British coat industry are ' going to be 
nationalised. In some oases it is' considered that the interests of 
the , nation at large will be served best if private enterprise is 
eliminated. The sooiety works to appropriate the profits in certain 
lines of ..economic activity so that these profits, instead of going 
to enrich ; private individuals may, be ; spent' for the; benefit of 
the sooiety in general. There is a' strong trend nowadays towards 
collectivism or nationalisation. The superstructure of unfettered 
capitalism may bo seen crumbling in. the citodol of private enter- 
prise itself. 
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CHAPTER XLlV 


PUBLIC HNANCE 


"^1. Importance of Public Finance. *3Ioney makes the mere 
go’ is a very common saying. Everj’ body realises the importance 
of the necessity of money in ail he docs. A consumer ls handicapped 
in the satisfaction of wants by the Jack of sufficient income. An 
entrepreneur cannot carry on production in the absence of adequate 
funds. 


If the importance of money is great to an individual it is greater 
stiU to the Goveniincnt. In tJio previous chapter ivo Jiave seen tho 
many functions irhicli w e expect a modern Government to perform. 
It is quite obvious that for the p'-rformanco of these functions money 
is needed. The strength of a nation is reflected by its budget. The 
extent of State activity and its efficiency are primarily dependent 
upon the length of its purse. 

Wo often complain that edaoational! 3 ' India is very backivard, 
that tho system of medical relief is utterly inadequate and that agri- 
oiilture and industry m India are now on the most primitive lines. 
Why is it so ? There u only one a'lswer. N^o money. Tho amounts 
spent on beneficent services in Inda ate ludicrously low ns compared 
with civihsed standards. ITith the meagre resources placed at tho 
disposal of the nation-building dcpif iracnts, no spectacular progress 
can bo expected.^ 'The revenue ot tho State,’ it has been said, ‘is tho 
State.’ Everjribing depends upon it. Kautilya, tho earliest of Indian 
economists writing more than 2000 j’cars ago, said : “The beginning 
of even' undertaldng is finance."* 

Apart from this, tho system of public finance in a country affects 
the entire economio field. It is no longer considered as a mere means 
of raising State revenues. To use Colbert’s words, it is no longer con- 
sidered simply “the art of so plucking tho goose as to' secure tho 
least amount of squealing.’’ On the other.hand, publio finance is 
now regarded as a powerful instrument of social justice. It is emp- 
loyed by modem Governments to bridge, as far as possible, the gulf 
between the rich and the poor. An equitable system of finance would 
tax the rich and spend the proceeds in tho supply of such services 
which are calculated to benefit the poor primarilj'. These ulterior 
motives of publio finance have todaj' assumed a very great 
importance. 


According to Dalton the most fundamental principle of publio 
finance is what he cafis the Principle of Maximum Social Advantage,* 
Public finance operations effect a series of transfers of purchasing 
power.^ "The tax transfers tho purchasing power to the Government 
which is then transferred to the individuals whom the Government 
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malies tho payment such, aa Government contractors and Govern- 
ment servants. The one aim underlying all these transfers is the 
attainment of Maximum Social Advantage. Tho tests of Social 
Advantage, according to Dalton, lie in the preservation of tho 
community and tho improvement of both Consumption and 
Production. 

, To an economist who is primarily concerned with the promotion 
of human welfare, tho importance of the study of public finance is 
ijideed very great. 

2. What is Public Finance ? But what do we exactly mean by 
the science of Public Finance and what is its scope or subject matter ? 
In Public Finance wo study how Governments raise their revenues 
and how they spend them. In the words of Armitago Smitli, “Tho 
investigation into tho nature and principles of State ox})endituro and 
State revenue is called Public Finance.”^ 

But the science of Public Finance, as it is understood to mean 
these days, is not merely concerned with public expenditure and public 
revenues as such. Its scope is much wjder. It inoludes the study 
also of the By stem of financial administration, t.c., budgeting, auditing, 
etc. A definition which is nearer the truth is that “Public Finance 
deals with tho provision, custody and disbursement of tho resources 
. needed for the conduct of public or governmental functions.”* 

In tho words of Basfcablo, “Public Finance deals with expendi- 
ture and income of public authorities of tho State, - and their mutual 
relation ns also with the finaucial administration and control.” 

Broadly speaking, therefore, tho study of tho science of Public 
Finance may bo split up into tho following main divisions : — 

(а) .The classification of, and the principles uuderlying, public 
expenditure 

(б) The methods of raising public revenues and the principles 

of taxation ; ' 

(c) Financial administration including the preparation and 
sanctioning of the budget, auditing, etc. ; and 

(d) I’ublioDebt — a study of tho principles and methods of 
public borrowing. 

3. Distinction Between Public Finance and Private 
Finance.’ Before wo launch on tho study of Publio Finance it may 
not be without interest to note some differences between tho Govern- 
ment finance and that of an individual. It Avill help us to under- 
stand the difference in the method of approach of a Government as 
well in the aim of public authority as distinguished from that , of an 
individual. 


1. Arcaiengo Smith — Prinoiplos and Methods of ^osation, 1535, p. 14. 

2. Lutz, HorJoy Loist — Publio Finance. !036, p. 3. 

3. For ft Aillor dkmseiou seo Findloy Shirrns— PrinoipJos of Public Fin 
anoe, 1938, Vol. I, Cb, IV. 
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1. Adju-sirmnt of inline and expenditure. To an individual we 
preach “cub your coat according to your cloth”. But the Govern- 
ment first settles the dimonsiona of the coat and then proceeds to 
arrange for the cloth required. Cu other words, the individual must 
live within his income, i.e,, he must adjust his expenditure to bis in- 
come. On the other hand, the Government first prepares an esti- 
mate of esponditure and then devises ways and means to raise that 
sum, f.e., thejGovernment, unlike the individual, adjusts its income" 
to expenditure settled beforehand. 

Tnis, however, is nob always true. The individual, too, some- 
times first tabes a note of his obligations and commitments and then 
tries to work up his income to the requisite figure. He may have to 
work harder, work over-timo and do his best to raise his income to 
his expenditure. A doctor may sit longer at his place of business; 
a lawyer longer at his desk and a teacher may take up private 
tuition work. Thus each tries to make his both ends meet. An 
individual must also try to balance his budget. ' Thus it is not al- 
ways correct to say that an individual cuts his coat according to his 
cloth. He also sometimes knows the size of the coat and must -some- 
how find the elobh. 

In the same manner, the Governments also, sometimes, act like 
the individuals la adjusting their expenditure to in come. When 
the Government realises a surplus, it may decide bo increase expendi- 
tura in oartain desirable directions. The Punjab Government has 
had a series of surpluses aud it became more generous to its em- 
ployees and granted liberal dearness allowances, revised the scales of 
pay, and also created now special funds like Peasants’ Welfare ^Eund, 
Special Development Fund, etc. The East Punjab Government has 
inherited a portion of these funds. Also, when the public revenues 
shrink, then the Government tries to bring about a corresponding 
redaction in its expenditure through a policy of rebrenohment. 

But, on the whole, we can say that there is a real difference in" 
the approach towards the problem of finance between an individual 
and the Government, The individual ordinarily knows his inoome 
and he must arrange his scheme of expenditure accordingly. The 
Government, on the other hand, first calls for an estimate of ex- 
penditure from the various dapactmeuts, settles the total expeadi- 
■ ture and then levies the taxes accordingly. 

2. Period of lime. For the public authorities, the unit of time 
for the budget is one year. But the individual attaches no' speoial 
sanctity to the period in which the earth revolves round the sun. 
He need nob balance his budget b'y a particular date or during a 
given period. He goes on oaroiag and goes on spending and few 
householders keep their accounts by the year. Sometimes they go 
on having surplus from year to year and at other times for'years go 
on living qn past sa-vings. No doubt the Governments, too, some- 
times realise surpluses for years and keep them for future use, and 
sometimes they have to make up by borrowing for a series of deficit 
budgets. But this cannot go on. Abnormal times apart, the Govern- 
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merits must try to balance their yearly budgets. They work by the 
year which the individual generally ignores in his financial arrange- 
ments. 


3. No iniernal borrowing for an individvaL In their resources, 
too, the Governments and the individuals differ. When hard pressed 
the Government can borrow both at home and abroad, t.c., it can 
raise either an internal loan or an external loan. But the individual 
can only^ borrow from others and not from himself. The only way 
open to him is external loan hut no internal loan. True, if ho keeps 
two separate bank accounts for two piirpoEe.s, ho may temporarily 
draw upon a different bank account. But by no stretcli of imagina- 
tion can we call it a loan. 

4. Inflation, a peculiar privilege, of the Government. There is 
another source of income open to a Government. It can have resort 
to the printing press. All belligerent Governments, more or loss, 
printed cnrrency notes to meet the huge war expenditure. The 
Government of India did it more than the Governments of U, K. and 
the U.iS.A. During the war (1914-18) Germany almost ruined itself by 
the reckless issue of currency. When the Government feels that the 
taxable capacity of the nation is over-strained and public debt has 
been shaken a bit, it canu.so this ‘hidden hand’, wave the magic wand 
and create money. Can the individual do it ? Not unless ho is 
prepared to go behind the bars. 

Ti. Equalising Marginal Utilities. Wo have scon that according 
to Law of Equi-JIarginnl Utility, every individual so tends to arrange 
his oxpondiluro that ho gets the same marginal utility from every 
unit of money that ho spends. For this purpose ho consciously weighs 
the utilit}'^ of buying a commodity and the utility of parting with the 
money. But when the Govemihent, an impersonal entity, spends 
money such conscious weighing is not possible, for utility is subjec- 
tive. But this does not mean that public expenditure is indiscrimi- 
nate, Here also we may say that the Finance Minister does roughly 
try to get the same marginal utility from puhlio expenditure for the 
community as a whole. As a custodian of public interests ho may 
spend public funds on works of greater utility than those of less 
utility. But the subjeotive element is less prominent in public 
finance than in individual finance. 

_ 6,^ Deliberate and big change<< in Public Finance are Easier. For 
an individual big and deliberate changes either in income or in ex- 
penditure^ are not so easy. Every body likes to supplement or 
double bis income. But 'bow many can do it ? In tbo same man- 
ner departure from the set expenditure is difficult. A man gets used 
to a certain standard of living which docs not admit of easy altera- 
tions and adjustments. Any consideration of curtailment of expendi- 
ture is painful. Bub the Governmonts are in a much bettor po.sil;ioQ 
to make big and fundamental ohango.s in the scheme of public in- 
come and public, expenditure. If a socialist party comes into power, 
it will surely make revolutionary changes both in the State income 
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and State expenditure. The indiv'idiial linaiicf! Inokfl Ihlfl 
i.r adnptabiUtj’. 

7. Provision for the Future. In (ho matter of provitUng for 
tlio future the Qovornraent is much more liheral and far-sighted. 
The statesman ia. 'I triHtoo for the fiitme gotn rations Tho Govern- 
ments spend large amountB of money on fcliomos of nnorostntion, 
puhlio works oi" social seeurity bchetnes on winch cither there may 
be no monctmy reluin or the return ma-v bu delij'ei for gyuotalions. 
The Mandi-Hy'dro Rlcolno Works have been running nt n loss. The 
individuals, on the other hand, are anxious to reaj) quick returns. 
Human life is bo ancertiuu that some individuals discount the future 
nt n very heavy rate They cannot look b«yoiul thevr noses some- 
times. Few can take rnuoh inlercbl in ihoir descendants beyond a 
certain line, endow mcnl insurance policies are more popular than life 
policies. But the community outl isls the individual. It exists in 
perpetuity. Hence the ht \t> s .m' hoinul to make a solid provision 
for the future. 

8. Surphin budgcliivj is a virtue for an individual but not for the 
Slate. A prudent individual muBi earn more than ho spends. Ho 
must have a snrphis budget and save. For an individual thifi is 
considered n necessity and a virtue. But for i State it is not so. 
DcDcit budgets are bad and indicate nn«tabio finance. Surplus bud- 
geting, liowovcr, is not nocc“s irily n virtue. It tn ly mean that the 
level of taxation is kept uunccess inly high and public, expenditure 
is kept unduly low Certain departments, the hi iieficcnt and nation- 
building (Icjiartmenls, may lie si.arved. The Punjab has enjoyed a 
series of liandsoino surpluses, t he times were abnormal. The reve- 
nue Bide swelled in boiiio cases to an unexpected c.xfeut, Caro Booms 
to have been taivCii to keeji the <. xpenditure within reasonable limits. 
This Imsbandiiig of the resources has been a wise jirocedure. It 
would have been certainly unwif-e to launch on certain ambitious 
sclmmes of public e.vpenditiirc when the times w'ore so uncertain. 
This is all right. But the jioint is that to make a surplus budgeting 
a normal feature is not good finance. Wo should not make a fetish 
of a surplus. If big aurpliia recur from year to year, it is better 
cither to give relief to the tax-payer or to increase tiie scale of social 
expenditure. 

9. Individual Jinancs in shrouded in tni/slert/. Secrecy surrounds 
individual finance, Evorv man of money must avoid the unwelcome 
gaze of others. Individual credit is supposed to depend not on what 
a man has but on what ha is supposed to have. Ho must keep 
the people guessing and try to give them sonio vague and exaggerated 
idea about his financial position. But publicity, on the other hand 
18 the essence of public finance. Budgets are published and widest 
publicity is given to them. Publicity is intended to strencthen, 
rather than weaken, public credit. 

ThcBo are some of the features wliicli diBfinguiBh public finance 
from individual finance, 
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{tet) Increase in National Wealth and the Highrr Standard^ of Liv- 
ing. There ims been nlmo'^t a contimioas improvemont in agripulturc, 
trade and indust iv in cverj* comUrj', though in Bomc countries like 
India it has been painfully flow. There hni- been a steady iacrease 
in the fcr capita income and consequently an improvement in the 
standard of living There has aho been a corresponding improve- 
ment in public revenues and public expenditure. Rich peopiC, 
rich State. 

(ii) War and Prcicntion of War. Wo know it to our cost now 
how costly a modern war is England was spending £ 15 million 
daily in this war. The ingenuity of the scientists is being exerciBcd 
to the utmost to devise the speedier and more powerful weapons of 
destruction which aRo happen to be more costly. Ono atoraio bomb 
costs a huge amount of raone^’. All nations nra now feverishly 
carrying on research in atomic energy. Even when the war is not 
on, largo amounts ore spent in propniing for it and adopting means 
to prevent it. Tlie possibility of a third war is being mentioned and 
it must be vastly more costly. War has been ono of the main factors 
responsihk for increasing public expenditure. 

(y) Incidence of Democracy. In a democratic State tlicro are several 
political parties and each party is anxious to enlist the support of the 
people. The supporters clamour constantly for concessions and 
benefits, at the expense of public funds. From every corner of the 
country and from every section comes the call for more and more 
amenities— more education, more medical aid, more roads and so 
on. Ministers are asked by the people to open colleges in their 
home distriots. The Governments have thus been pressed by the 
democratic forces to take upon themselves more and more functions. 
The Government functions have, therefore, increased both intensively 
and extensively. The old functions are being performed more 
thoTougbly and many new functions ore being undertaken. “Expendi- 
ture depends on policy,” remarked Disrajli in 1802. In a similar 
vein, Lowe says : "Finance is the band-maid of publio policy.” The 
public policy in modem times is to extend the sphere of Government 
activity. 

Wagner has propounded a Law of Increasing State Activity. 
In the ease of many services the publio agency is considered more 
efficient and dependable and inspires greater confidence than private 
agency. Governments have como to provide more and more of what 
are called indivisible benefits, schemes of public health, education, 
effective maintenance of law and order, publio liabraries, museums, 
art galleries, public parks, etc. All this is bound to increase public 
expenditure, 

_ (^i) Defective Financial and Civil Administration. Not a small 

increase in public expenditure is due to defective financial and civil 
administration. Duplication ond unnecessary multiplication of 
governmental agencies is not uncommon. Wrong allocation of re- 
sources and fimctions also leads to extravagance. A lax control over 
piibhc expenditure swells it to an unnecessary figure. 
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The above are the chief factors which account for the fact of 
constantly mounting up of the public expenditure. 

6. Canons of Public Expenditure. Just as there are well known 
canons of taxation, similarly it is possible to formulate some ca- 
nons or principles to which a prudent Government expenditure should 
conform, 

(i) The Canon of Beyiefit. It is absolutely necessary that all public 
. expenditure must satisfy one fundamental teat, viz,, of Maximum 
Social Advantage. Every rupee spent by the Government must 
have as its aim the promoting of the maximuta advantage of the 
society as a whole. Care haS to be taken that public funds are not 
utilised for the benefit of a particular group or section of society. 
It should not discriminate as between different sections of the com- 
munity. The aim is the General welfare. The Government exists for 
the benfit of the governed and the justification of the Government 
expenditure is, therefore, to be sought in the benefit of the community 
as a whole. 

(ii) The Canon of Economy. Afthough the aim of pufah'c expendi- 
ture is to maximise the social benefit, yet it does not exonerate 
the Government from exercising utmost economy in its expenditure. 
Economy does not mean niggardliness. It only means that extra- 
vagance and waste of all types should be avoided. Public expendi- 
ture has great potentiality for publio good but it may also prove 
injurious and wasteful. In the words of Coleridge, "The sun may 
draw up the moisture from the river, the morass, and the ocean to 
bo given back in genial showers to the garden, th6 pasture and the 
cornfield ; but it may likewise force away the moisture from the 
fields of tillage, to drop it on the stagnant pool, the saturated swamp, 
or the unprofitable sand waste.”^ Thus if revenoe collected from 
the tax-payer is heedlessly spent, it would bo obviously uneconomi- 
cal. Economy does not merely imply that scrutiny and control are 
to be exercised bn the'expenditure side only. Utmost care has also 
to be taken to develop the revenues of the State. For if the depart- 
mental receipts are increased, the department may be given a smaller 
grant. This will mean economy in expenditure. 

To satisfy the canon of economy it will be necessary to avoid all' 
duplication of expenditure and overlapping of' authorities. Also ' 
public expenditure is not intended to replace private expenditure’ 
otherwise it will be transgressing the bounds of economy. Further 
^ public expenditure should not adversely affect saving ; it should not 
compel the people also to spend more or impair their capacity 
to save. In case Government activity damaged the individu^’s 
will or power to save, it would be repugnant to the canon of 
economy, ' ' 

(in) The Canon of Sanction, Anotlier important principle of public 
expenditure is that before it is actually incurred, it should be sane- 
tionod by a competent authority. Unauthorised spending is bound 
- ” ■ ; — _ — 1-.- 

1, Maegtegor — Pubtlo Mpeots of Finance, 1939, p. 67. 
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to lead to estiavagance and over-spending. Financial piroc^ure in 
every country lays down tliat an amount must be sanctioned before 
it is spent, ft also means that the amount must be spent on that 
pftrticular purpose for winch it was sanctioned.^ The amount is 
sanctioned not in the name of a particular ofncial or department 
but for a particular purpose and it can he spent for no other purpose. 
The same applies to loans. The Provipcial Governments in India 
had no independent powers of borrowing in the days of pre-Mont 
ford Reforms. The sanction may be accorded in the annual budget 
which is passed by the legislature of the country or a sanction ^ maj' 
have to be obtained from the immediate officer. But sanction is 
invariably necessary. This ensures automatic scrutiny and super- 
vision over all items of public expenditure. Allied to the canon of 
sanction, there is another, vir., auditing. Not only i.s a previous 
sanction of public expenditure essential but a post-Uiortem examina- 
tion is equally imperative. All the public accounts at the end of 
year should be properly audited to see that the amounts have not 
been mis-spent or misappropriated and that the various authorities 
have not exceeded their powers. 

(»r) The Canon of Surplus. It remains a sound systerci of public 
finance, as of private finance, that an attempt must be made to 
balance the budget and to make both ends meet. Jt is not necessary 
to realise big surpluses from year to year. That will not be good 
budgeting either. But what is wanted is to avoid cver-recurring 
deficits. A countrj' whoso budgets show a state of chronic deficits 
win find that its credit in the money market is gone. It will 
experience difficulties in raising loans and may have ' to offer 
exorbitant rates of interest. It is considered a sign of financial 
weakness. If a onuntry is to maintain its financial credit and 
stability unimpaired, it must keep its budgets properly balanced. 
A .series of -deficit budgets .are bound to shake public confidence add 
seriously impair its borrowing capacity in tbo eyes of other nation al 

(v) The Canon of Elaelidip. . Another sane principle of publio 
expenditure is that it shoxild be fairly elastic. It should be possible 
foi public authorities to vary the expenditure according to the need 
of circumstances. A rigid level of expenditure may prove a source 
of trouble and embarrassment in bad times. Alteration in -the 
up-ward direction is not difficult. K is easy, rather tenipting, -to 
increase the scale of expenditure. But elasticity is'' needed most in 
the do-wn-ward direction. It is not so easy to out down expenditure. 
Wlien the economy axe is applied, it is a very painful process. 
Retrenchment of widespread character creates serious social dis- 
content. . It is very necessary, therefore, that when scale of public 
expenditure has to be increased, it should be increased gradually. A 
short spell of prosperity should not involve public authorities in 16ng- 
term commitments. Publio authorities should not saddle themselves 
with pennanept obligations of a character that they may not be able 
to meet. _ Perfect, elasticity is out of the question. -'But a fair degree 
of elMticity is essential if financial breakdown' is to be avoided at- 
tae time of shrinking revenue. - . 
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{vi) No ASv&Tst Influence on Produdion or Distribution, It is 
filbo necessary to sec that public expenditure should exorcise a 
healthy influence both on Production and Distribution of wealth in 
the community. It should stimulate productive activity eo that 
the volume of production in the country increases and it may be 
possible to raise the standard of living. But this object of raising 
of the standard of living of the xnassos will be served only if wealth 
is fairly or evenly distributed. If the newly created wcaltli goes to 
enrich the already ricii, the purpose is not served. Public expontli' 
tare should aim at toning down the inequalities of wealth distribu- 
tion. Wo siiall study presently the effects of public o.xpendituro on 
production and distribution of wealth, 

7. Public Expenditure in India.^ Public expenditure in India 
follows the usual financial procedure. The budgets arc oarofully 
prepared and formally passed. All expenses have to bo ssmotioned 
before they can be incurred. The accounts are also properly audited. 
There is the Public Accounts Committee of the Indian Legislature 
which makes sure that the amounts are faithfully spent m accord- 
ance with the appropriations. The financial credit of India also 
stands very high as Indian budgets are normally balanced budgets 
and Lidia has never dolaulted in its obligations. There are aho 
few glaring instances of oxlruvagauco. We may dispute the propriety 
of certain expenditure but the amounts sanctioned arc carefully 
spent. Wo may, therefore, say that tiuancial organisation in India 
is woU-laid and the necessary formalities aro meticulously gone 
through. 

But wo cannot give an ail-round good chit to our public 
authorities in the matter of imblio expenditure. The canon ''of 
economy is infringed inasmuch as the poorest country in the world 
maintaioB tho co.stSiest civil service. Our per capita income is Rs. 65 
but wo vie with others and excel them m paying high salaries to 
our officials. Japan whoso per capita income is at. least twice as 
high, pays equivalent to Rs, 662 per month to the Prime -Ministe’’ j 
President of the U.y.A. gets equivalent of Rs. 17,062 ; British Prime 
Minister Rs, 11,000 nearly. But tho Governor-General of India 
receives Rs. 21,000 nearly. 

Our defence expend! turo even a fow years before tho war (1939- 
46) broke out was tho highest in tho world. Normally tho dofenoc 
services in India absorb 25% oi our total rovenuo. The Indian 
Statutory Gommisaiou pointed out that India’s defenco oxpondituer 
was between two to throe times as groat as that of the whole of tho 
rest of tho British Empire outside Great Britain, 

Tho net result of high military oxponditure aud top heavy 
administration is that the bulk of our lovonues aro consumed merely 
in running tho Governmental machinery and not much is left for 
beneficent activities. It has been estimated that only 12% is spent 
on nation-building departments aud 88% m running the Government. 

1. See our indian Economics, 1946, p. 662. 
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e.g,, education. 

{Hi) Partial return, e.g., educational fees. 

{iv) Full return, e.g., public utility services and commercial 
enterprises. 

VI. DaltorCs Classification of public expenditure is — grants and 
purchase price. In case of grants, tbe Government gets no tangible 
return, e.g., old-age pensions, poor relief, etc. In case of purchase 
price there is a direct guid pro quo, e.g., salaries paid to Government 
servants. 

VII. Adams gives a functional classification of public expendi- 
ture as follows : — 

(t) Protective Expenditure, e.g., on army, police, etc, 

{ii) Commercial Expenditure incurred in facilitating, encourag- 
ing, regulating and controlling business or in direct commercial enter- 
prises by the State. 

(Hi) Developmental Expenditure, e.g., on education, bousing, public 
health, public works, collection of statistics, etc. 

Vni. Transfer or non-transfer Expenditure, This classifica- 
tion is of recent importance, ‘ Transfer’ expenditure merely transfers 
the purchasing power or redistributes the tax proceeds, e.g., payments 
of interest on public loans, old-age pensions, unemployment benefits, 
etc. 

The * non-transfer’ expenditure does not merely redistribute the 
purchasing power. It is consumption expenditure. Pigou calls^t 
exhaustive or real expenditure. The examples of such expenditure 
are civil administration, defence and payments to the foreign bond 
holder. In all these cases the Government appropriates to itself a 
part of the community’s resources, for they are actually used up by 
the Government. This does not happen in the case of transfer ex- 
penditure which does not in any way touch the community’s re- 
sources. 

IXr Primary and Secondary. This is quite a popular classifi- 
cation and logical too. Under the primary expenditure we shall 
place Defence, Law and Order, Civil Administration, Debt Services, 
etc. The secondary expenditure will include that on social services 
and developmental functions. 

9. Effects of Public Expenditure on Production. An idea 
prevails in some minds that public expenditure makes no contribu- 
tion to national production. It is a negation of it. It is believed 
that money spent on public expenditure is a subtraction from the 
national income which is a‘ source of all productive power in the 
community. This is an erroneous belief. The fallacy lies in this 
that it is believed that money taken away by the Government for 
public expenditure just vanishes from the community, whereas that 
is not so. The money is there, only instead of being spent by the 
owners of it, it is spent by the Government and if it is wisely spent 
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it lias immense potentialities to increase the productive p6wer of the 
community as we shall see presently. 

But there is another type of public expenditure which some 
people say is certainl}' unproductive .and they feel themselves on 
surer grounds. This expenditure is on the war or the preparedness 
of war — money spent on armed forces, military equipment and arma- 
ments. The soldiers and the sailors are withdrawn from productive 
employment. The materials like coal, oil, rubber, etc., which should 
have been emjiloyed productively are just destroyed in war. There 
is thus a semblance of truth in the belief that war is destructive 
rather than productive. , 

This belief, however, is not entirely correct. Military expendi- 
ture, if not over-done, does indirectly assist production by securing 
to the community an ordered economic life. Actually it is over-done 
and a great deal of military expenditure may be regarded as unpro- 
ductive. Also, we have to admit that a short and successful war 
may biing to the nation much economic gain, by securing some eco- 
nomic privileges. In the same manner by preventing an invasion 
of the country, the armed forces may enable the community to avoid 
an economic loss. Thus the military expenditure may be considered 
indirectly or broadly productive. 

Most of the public expenditure is productive directly or indirectly. 1 
The Governments, in every country, are running commercial enter- 
prises which are directly productive. The Indian Government has 
preated solid and lucrative assets in the form of canals and railways, 

The State industries make a direct contribution to production in the 
community. In the same manuei schemes of reclamation and re- 
forestation are also directly productive. 

A great deal of public expenditure is, however, only indirectly 
productive. In this connection wo may consider the effects of public 
expenditure on / 

(o)' Power to work and save ; 

(h) Will to work and save ; and 

(c) Diversion of resources as between employments and lo'ca.* 
lities. 

As for (a) i.e., power to work and save, it may be pointed that ^ 
much of the socially desirable public expenditure incurred by modern 
Government undoubtedly increases the community’s productive 
power and consequently, also the power to save. Such expenditure 
includes provision of means of communication and transport, edu- 
cation, public health, scientific and industrial research, controlling 
of human, animal and plant diseases and expenditnre on social in- 
surance, like health insurance, nnemployment insurance and old- 
age pensions. 

As for the will to work and save much depends on the character 
of public expenditure and the policy governing it. By giving the 
people expectation of future benefits from public expenditure, it may 
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blunt the edge of the desire to work and save. The granting of old- 
age pensions, inBurance against sickness and unemp!o^\ meat and 
provision rif education at State oxijense ns list make the people indiffer- 
ent towards the future and make them neglect saving. I'his is bound 
to affect adversely exertions in the present. People will * svork less. 
But if such expenditure is kept within • proper limits and if it 
helps the really helptcsa, the check to work and sfiviag may bo 
mitigated. 

Bogarding the diversion of resources m behveen employments and 
Imalities the public expenditure may have distinctly a bonefloial 
effect on production. Through the system of bounties , and subsidies 
the Government may succeed in diverting resources to hitherto neg- 
lected channels and thus create new industries. Jn the same manner 
by spending mohey on the development of' backward areas Govern- 
ment may add to the total production in the country. A wisely con- 
ducted policy of public borrowing stimulates saving and the habits 
of investment in the community \yhich is certainly beneficial to pro- 
duction. It also diverts resources into channels which may add 
considerably to the wealth of the community. 

We may thus safely conclude that public expenditure exerts a 
verj’ wholesome influence on production. It assists production in- 
directly by adding to tho power to work and save, and by a healthy 
diversion ' of resources. This is besides taking up directly tho work 
of production through State enterprises. 

Wo must, however, give a warning that public expenditure too 
is subject to tho Law of Liminishing Returns. If it is carried beyond 
certain limits, it may add little or nothing to the productive power 
<iC commwnity or the social benefits desired. 

10. Effects of Public Expenditure on Distribution. Public 
expenditure has a very wholesome influence on the distribution of 
wealth in the community. It can oven out tho steep inequalities of 
incomes. It is an admitted fact that the benefit to the poor from 
State organisation is greater than to tho rich. A rich man can jjrotoct 
hitnaelf. He can arrange for his own education and medical relief. 
But a poor man is helpless. It is, therefore, tiie poor man who bene- 
fits most from the State activity. To this extent the State expendi- 
ture seeks to bridge tho gulf between the rich and i)oor. 

There is a certain expenditure which benefits the poor exclusive- 
ly and pflmarily, e.g,, poor relief, old-ngo pensions and unemployment 
and sickness benefits. Tho benefits derived from such social services 
rendered by tho State for the benefit of the poor may be regarded as 
a. net addition to their income. And when we remember the revenue 
is obLvined by taxing the rich, the conclusion is inescapable that 
inequalities of wealth distribution have been reduced to some 
extent. 

' But much depends, here again, on the character of public expen- 
diture and tho policy underlying it. Just as there are proportional, 
progressive and regressive taxes, in the same manner the Government 
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grants may also be proportional, progressive and regressive. If public 
expenditure is rcall}' to make the distribution of ■ wealth ■ more even 
and fair, it must be progressive. It must be .locprding to ‘ability to 
receive’ (corresponding to ‘ability to pav’in taxation). Corresponding 
to the principle of minimum sacrifice in ta-xation, .there is the prinoi- 
plo of maximum benefit in public expenditure. Public expenditure 
must bo so arranged ns to confer a maximum benefit on the commu- 
nity 08 a whole. This is the gliding principle. .Tudged in this light 
we can see that expenditure on debt services is rcgre.ssive because it 
gives more income to the alroadj' rich. Granting of old-age pen- 
sions and benefits of social insurance 'are progressive. If the Govern- 
ment subsidises tbe production of commodities largelj' consumed by 
the poor, is it progre.ssivc othciXTisc regres.sivo. 

Wo have also to consider tbe reaction of public expenditure 
on individual income. If a Government, grant reduces the desire 
to work and save, it may lead to reduction of incomes of the 
hencficiarie.s. In this ca.se the inequalities of wealth distribution are 
not reduced. ^ 

On the whole, jinbl'c expenditure in modern times tends to 
make the distribution of wealth in the community more equitable. , 
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CHAPTER XXXXr 
PUBLIC FIXANCE- (Confd.) 

. PUBLIC REVENUE 

I. Introduction. In tlie last chapter we diacussed the prin- 
ciples of public expenditure. We have seen that public expenditure 
• has enormously increased in recent times, among other reasons, 
because the functions of Government have increased botli intensively 
and extensively. Pot the pefformance of these functions Government 
must have an adequate income. 

Has the Stale needs of its own 1 No, the State has no needs which 
i t can call its own apart from those of the individuals. Tho modern 
political scientist has long discarded tho Hegelian conception of the 
Blnte which regarded State as possessing a porsounlity distinct from 
tho personalities of the citizens forming it. Tho state is composed 
of individuals and tho State exists only for fulfilling the common pur- 
jioses of the individuals. It exists for them and it is to their needs 
that State must administer. If, therefore, State needs funds, it is for 
tho performance of the functions or for rendering the services which 
its citizens need. 

Let us, therefore, proceed to study the sources of public income 
and the principles on which a good tax systems rests. 

^ 2. ClassiBcation of Public Revenue. Different classifications 

of public revenue have been offered from time to time. Adam Smith 
divided public revenue into two parts (t) derived from the property 
of tbo sovereign and (2) from incomes or properties of the people. 
This classification is obviously out-of-date, for a complete separation 
has been effected between the sovereign and the State. Tho sovereign 
ha- to be content with a moderate Civil Ijist. He may have purely 
{HTsonal income which does not come into the coffers of the State. 
A modern State dot-ive.s the bulk of its income from taxation. 

Adams cliis®ific.s public revenues as follows : — 

(i) Dtrerl Iltwcnite. Government’s own income, j.r., from public 
domains, public industries, gratuities, gifts, confiscation aJid indem- 
nities, * 

(tf) Hcrivalirt lievenve. • This is income derived from the peo- 
ple'^ incomes. This revenue is derived from taxes, fees, asaeasment, 
fines, penalties. 

hni Antieipalorij lit'cenur. This consists in taking into account 
the future incomo. It consits of loans and tlio [iroceeda of treasurv 
biits. 

But it should be remembered that incomo from loans is not gen- 
erally considered a part of public rovonue. Aa commonly understood 
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the public revenue eoneists of State income from State domain, indus- 
tries, etc., and taxes. " • 

Seligman’s classification of public revenue is: 

(i) Gratuitous, e.g., gifts. 

(if) Contractual derived from State property and industries. 
(hi) Compulsory, e.g., taxes, fees, asses-sments, etc. 

There is still another classification- popular on the continent, 

Ordbx'ir'j llevenitef and Exlrnor dinary Iterennes or, what is the 
sTiine thm'g. Rf-gidar nnd Irregular-Revenues. •' , ■ • 

In the first categorj' rve shall put revenue from State' property. 
State ind\istries and taxes of all kinds ; and to the .second group rvill 
belong income from loans, fine.s, indemnities, gifts, etc. 

A classification which has received much attention in recent 
times is as follows: — , ‘ ‘ . 

(i) Tux Revtnw : i.e., revenue derived from* various forms of j 

taxes, taxes on income, taxe.s on property, taxes on production, con- 
sumption', sales tax, etc. ■ ' , , 

(ti) Ncm-fax Revenue : derived from State property and, State in- 
dustries, fees, contributions, special assessments,, tributes, , loans, 
etc. 

The most important source of public revenue in modem times is 
taxation. In India nearly two-thirds of the ordinary revenue 
is ■'derived from taxation' and a little over' 30°''t, from Govern- 
ment undertakings.^ . .. 

.''ft’c must remember that attempts at classification have., purely 
acadcfnic interest with little or no practical value. In India, the 
sources of revenue are classified as Central including income-tax, 
•custorns, central excise dutie.s, opium, salt, , posts and telegraphs, 
railways and corporation tax ; Trovinoial' includina land revenue, 
forests, registration, stamps, excise 'and a portion of inconfe-tax ; 
and Local including octroi duties, taxes on vehicles, trades, profes- ' 
sions, water rate, liouse-tax etc., for Municipalities and provincial 
rates and grants for District Boards. 

, 3. Different Sources of Public Revenue DistinguIsKed.. We 
have seen that the' most important source of public revenue is 
taxation. But taxation revenue takes several forms. It consists of 
taxes, fees, price, special, a-ssessments, rates, etc. Let ns distiniruish . 
‘between all these. ; , . • , 

Tax. PJehii defines ' taxes thus ;-^“Taxe8 are general compul- 
sory contributions of rrealth levied upon persons, ' natural "or 
corporate, to defray the expenses -incurred in- conferring a common 
' benefit u])on the residents of the State.’’= .This definition brings out 

. . .1. KiiidJr.y SiiirniSr^onciljTi’ubllp FVnaiwo'Tfl^lT.'SOTl 
2. I’lnhii-'-Introflii-ctibiitoPublioKinoni'e. Ifl2I,p. iSa. 
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the true nature of a tax. The essence of a tax is (a) that it is a 
compulsory levy under certain conditions, and (6) it is meant for 
the general purposes of the State. The individual cannot expect 
that the State should render him a specific sorvico in return for the 
tax paid by him. If I pay inoomo tax, I cannot claim in return 
.that the State should j>ost a policeman at my gate during night to 
protect my property which is a source of income to mo. This does 
not mean that State undertakes to do nothing for tho taxes that it 
receives fiom the people. Tho State carries on tho general 
administration and confers iv lot of benefit on tho community. But 
these are common benefits meant for all and not any special benefit 
meant for the particular tax-payer. There is no direct quid pro quo. 
Tho taxes are intended to meet tho general expenses of tho Govern- 
ment which aic meant to confer a common benefit without any 
reference at all to special brnefits. 

In the words of Taussig, “The essence of a tax as distinguished 
from other charges by Oovernment is the absence of any direct qmd 
pro quo, between the tax-payor and tho public authority.”^ 

Fee. It is also a compulsory payment made by those who 
obtain a definite service in return. The fee is intended to coverji 
jiart genorall}’’ of the cost of the service rendered. It is never more 
than the cost of service. Also, some public purpose is prominent in 
the service rendered. The obvious example is of the educationnl 
fees. In tho words of Plehn, “A fee may l>o defined as a compulsory 
contribution of wealth made by a person, natural or corporate, 
under the authority of public power to defray a part or all of the 
expenses involved in some action of tho Government which while 
creating a common bcnf'fit also confers a special benefit, or one that 
is arbitrarily so regarded.” Tn short, a fee is charged for a Bpecial 
service which is rendered primarily in public interest, A licence 
fee, however, is much more tiian the cost of service and there is not 
much of a positive service in return. 

Price. Prices are also paid for special services rendered by the 
State. But the difference between a fee and a price is this that in a 
fee a public interest is prominent, whereas price is a payment of a 
Service of business character, e.g:, charges for travelling on State 
railways. You can escape the price by not purchasing a service. 
Price also differs from a tax. A tax is paid for a common benefit, 
whereas both fee and prices are for special benefits. When public 
authority sells a commodity or renders a service, the charge made on 
tho consumer, who avails of the service or buys a commodity, is 
palled a price. 

Special Assessment as defined by Professor Seligman is “a com- 
pulsory contribution levied in proportion to the speoial benefit 
derived to defray the cost of a specific improvement to property 
undertaken in the public interest. Suppose tho Government bpilds 
a road or makes suitable drainage arrangements,. all th?, property in 

^ ' i. Taussig — Principles of EcononuceTch. LXVUT. 
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the ndgUboiuhood will apiirecielo in value. The State liaa a right 
to appropriate a part of this unearned innroment. The lax imposed 
for the purpose is calicd a special as.scssmenf. These assessmenta 
are intended to cover a part of the e'.traordinary expenditure inCuN 
"n4 bv the public authoriu- in this connection. They are levied on 
property proportionately to'thr benefit conferred. Sdi^an analyses 
the essence ot a special assessment thus ; — (a) There is the clement 
of special pi/rpo'^e ; (h) Tiie special benefit is measurable ; (c) These 
a 3 =es 3 raents are not progressive but proportional to the benefit re^- 
ceived ; (d) They are for specific local* improvements ; and (e) They 
provide for the capital account to increase, ns it were, the permanent 
plant of the commnnitA-. Unlike a fee there is an clement of coer- 
cion in epccidi assessment. 

Ilafes. They are levied by local bodies, Municipalities and 
District Boards* for local purposes. They are generally levied on 
immovable property of the residents but not necessarily for any 
special improvements effected or special benefits conferred. The 
rates generalh’ vary from locality to locality. 

4. Classification of Taxes. Taxes have been variously classi- 
fied and some classifications arc given below ; — 

T. Taxes may be jiroportional, progressive, regressive and de- 
gressive. 

Proporlicmal Ta r. A profiorfcional tax is one in which, whatever 
the size of income, same rate or same percentage is charged. If .all 
the tax-payers have to pay 1% of their income as tax or pay o pies 
in the rupee, then it is a case of proportional taxation. > 

Progressive Tax, If, on the other hand, the rate of the tax 
rises as the taxable income increases, tbe tax will be called a pro- 
gressive tax. The principle of a progressive tax is ‘higher the in- 
come, higher the rate.’ Jn the case of Indian income-tax, of the 
taxable income nothing is charged on the first Rs. I,o00, on the next 
Rs. 3,500 the rate is 9 ps, in the rupee and the next Rs .7,000. it is 
one anna and 3 ps, in the rupee and so on. Tliis is a progressive 
tax. 

It is worth noting that even under a proportional tax the rich 
man paj-s more. For example if the rate i.s 1 "4 on the monthly 
salary, a man who is getting Rs. 200 p m. jiays Rs 24 per year and 
the man who is getting Rs. .lOO p.m. will pay Rs <>0 per year. ‘Thus 
- the man with the higher income paj’S more even under the propor- 
tional taxation. But under jirogrcssive taxation he will pay much 
nmro, became as income ineresseSrthe rate of tax must also increase. 
The man with Rs. 500 monthly salary may have to pay 2“o instead 
m 1 He will pay, therefore, Rs. 120 instead of Rs. 00 per year. 
Eve^ country has adopted progressive system of tn.xation, os it is 
considered more equitable. This is due to the fact that the sacrifice en- 
tailed in proportional taxation is less than it ought to be. We shall 
Musider the pros and cons of progressive taxation in a suhseqtienfc 
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Regressive Tax. A tax i? said to be regressive when its burden 
falls more heavily on the poor than on the rich. It is opposite of a 
prpgressive tax. No civilised Government imposes a tax in which, 
as income increases the rate of tax is lowered. That would be 
palpably unjust. But there are several taxes on commodities whose 
burden rests mainly on the poor. The Indian salt tax is regarded 
as a regressive tax, as it presses more heavily on the poor than the 
rich. As a matter of fact the rich man does not feel it at all. 

■ ‘ Degressive Tax. The tax is called degressive when the higher 
incomes do not make a due sacrifice or when the burden imposed on 
them is relatir^ely less. This will happen when a tax is only widely 
progressive, i.e., when the rate of progression is not sufficiently steep. 
A tax may be progressive up to a limit beyond which the same rate 
is charged. In that case there may be lower relative saorifice on the 
1 axger incomes than on smaller incomes. 

II. Taxes may be classified as Direct Taxes or Indirect Taxes. 
In the case of a direct tax, the man who pays it is also intended to 
bear it. But an indirect tax is expected to be shifted to other per- 
sons. If I pay income-tax I have to bear it ; I cannot pass it on to 
anybody else. It is a Direct Tax. But if a tax is imposed on sugar, 
the dealer, who first pays it, charges it from the next purchaser til! 
ultimately it is borne by the consumer of sugar? The tax has been 
shifted. It is called an Indirect Tax. 

We shall discuss the merits and demerits of direct and indirect 
taxes in the next chapter. 

III. A tax on Capital and a tax on income. If a tax is levied 
according to the capital value of the property it is called a tax ort 
capital but if it iaJe.vied according to its annual value, i.e., the in- 
come it yields annually, it is called a tax on income. This distinc- 
tion is, however, quite different from the distinction between taxes 
paid out of income and those out of capital. The inheritance tax is a 
tax on capital but it may bo paid out of income and not out of 
capital, i.e., by selling a part of, the property. 

IV. Taxes on properly and taxes on commodities. 'The test of 
the distinction lies in durability. Land is durable, hence a propferty. 
Cloth is not durable, therefore a tax on cloth is a tax on commodity. 
On property the tax is imposed periodically but a commodit}- is 
taxed once for all. 

V. ^ipecific and 'ad valorem’ taxes. Specific is according to 

weight of the commodity'. Ad ralorem is according to its value. If 
imposed on , coarser or cheaper articles, the specific duties mean a 
licavier burden and are considered regressive in character. But they 
ate simple to administer. For the administration of ad valorem 
duties elaborate administrative machinery is needed. The invoice 
has to be checked and a host of appraisers are needed for evaluating 
the goods. ^ 

VI. Ta.r(s on persons and (axes on things. A ppli tax or an in- 
come-ta'k is a tax on a person.' But sugar excise duty is a tax on .a 
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commodity. But tlio distinctum w crrouoous, for .oH u.xt-ftaTo paid 
ny person'i and not ny thirii’-f, Tim aumtr tax h paid bv thr* eon- 
fliiraors of sugar. 

Wo wiqli to add that all this disfu^don about cla«dGcatton 
and and serres no pr.iotical puijtoHe, 

Principles of Taxation. Adam SmilliV rori- 
theory regarded .us claasic. 

JUS Rtatemtnt of the c,inons of faxnltoti .ns hardh- boon KUnnssod 
m clantv and simplicity. Modern n-ritco. on Public FinaS baS 

them 'Thev^finf'’ materially or dinplacing 

prind'plofoftavatinn”'’’’ dincuMlons on Ibt 

Imomof taxation 

to contrlSe^!”'’" ?/ "rim subjects (,f every State ought 
be support cf the Onvernment. aa ncarh^is 

t.on to the VovlZyilll 'lT f m, in propor- 
tion of the State . ” ^ mjoy laidi r the protec- 

of erp.'dy or justice. Thus 
tion of the tax avsteiu Th. lavs the moral fonnda- 

evcry tox-pavcrshould’nav^i of equably dems ml mi'nt that 
i.v unjust. Kor docs it 'voiild be mnnifest- 

wbicb means prooortionni rnvni-^*^ P“.v nl the samc'raU- 

u veiy* just tax. What thi< tax is aPo not 

S ZoL Z T'". 'Ac equality of 

tion, to tbo resrreotivc ahilUiAc projKir- 

to progressive ^taxation.^^Adam Sroif^’^m'a ^orntB 

quont portion of bis bool- <\v« nur -I t clear in .a subse- 

expense not only in nrnnortion rJ? ^ conlnbitte to the public 
'than that pojportio/ Onlv ”^orii 
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certain. The canon of certainty dmnnnd.'i that Cicrc shonW bo no 
element of arbifrarinc?.'! in a tax. It is not to he left to the eapriee 
or the GWeet n1!l of the income»tos department. The tax-payer 
phonld he able to rep for himpeif why ho is enllwl upon, to pay ft 
particular pum. That i‘p w5>y a wide pnidieity ispiven to iho budget 
proposnh and diaeurBtons thereon. Tim pspaing of tim budget is a 
guaraTitec of certainty. 

An old lax i> no taXf is a maxim of tnxatiojt which issne.s out of 
thip cation of certainty. An old tax i® w'c!l>known, its reactiona sro 
certain and llie people are auppored to tmve made the neewsary 
adjuptments. llie tax is not fell. It catisf’.s the least di-sturbance* 
in the economic arrangement.^ of the tax-]iayer. There ia little in- 
convenience from an old tax. 

Certainty is needed not only from tho point of sdew of the tax- 
payer bat a]po from that of tho State. Tho Oovemrp.ent should ho nblo 
to cptinmto rduglily the procoedp of the various taxes propoaod to he 
levied and the time they are expected to flow in. Only then the 
Government can follow its financial programme. 

3. The Canon of Conrmienof, ‘Tlvcry tax ougiit to he levied 
at the time or in tho manner in which it is most likely to he con- 
venient for tho contributor to pay it.’* 

The canon of certainty snya that the rime and tho manner of 
payment phonkl he certain. But tho canon of convenience payp that 
tho tirro of payment and the manner of payment phonkl ho convo- 
niont. If ft tax on land or house is collected al n time when rent is 
expected to he paid it Rntisflea the canon of ennvenicnce. If the tax 
can be paid by chefjuc, the manner is convenient i ut notrn if it is 
to he paid personally to the taxing authority. In the latter esse there 
will bo lot of inconvenience and Imrassment. Taxes on cortHumers 
are very convenient, 'Hie consumer pays them when he buys thinng > 
little by little and at a time when he enn affonl to p.ay. If is 
cppccially po in case of a luxury. The purchaser choo-Ta his own 
time for purchaping it, The manner is also very convenient for he 
has to make no special arrnngement for paving n fax. He pays it 
when he hnyrs the commodity. Tho fax !« wrapped up in the price 
of the commodify. The Indian land revenue conforms to the c.anon 
of convenience, became it is paid in instalments and it ir- to ho paid 
after the harvest time. Income-tax, <m tlie other hand, infringes 
the canon of convenience. The ns®e*'S( o. ha'- to take hw account 
books to the incoracTnx office and satisfy tho income-tax ollieer. 
This necessitates a pon'es of ptr.=ounl interviews with a eonpcquoiit 
loss of time. It also involves a lot of vexation, trmdde .and oppres- 
sion. The canon of convenience is justified on the grounds of good 
administration and production. 

4, The Canon of Economy. “Kvory tax ought to ho so eon- 
trived as both to take out and to koop out of tim pockets of tho 
people as little as possible, ovor and above wliat it brings into tin* 
public treasury of tho State," 
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One implication of Ovt canon of economy is Torj' obvious. 
The fax n-til be reonomic.ii if the cost of collecting it is 
very =nmil If, on tbe other hand, the ealaries of the officers engaged 
in collecting the ts'. take nvev .a big portion of the (ax revenue, the 
tax is co'-tninlv nneconomienl As far as po'«iWc, as much shoula 
comt into State tn asnrv ns is 1< i.tn out of people’s pockets. Noth- 
iiu' sho-ikl e\"’pomte in the v.ny. If thorr is corruption or oppres- 
sion mvohcd in the frequent visits to the income-tax office and the 
odious examination by the (n.xinp officer, the canon of economy is 
not s itislied. 

But the fas should be economical in another, perhaps brD.ader, 
sense. It votild infringe the (xinoii of economy if it retanls the 
development of trade and industry in any manner. If Incomes are 
subjected to a very’ hcavt tax, siving may be discouraged, oapHal 
V ill not accumulate and the productive capacity of the community 
vrillle seriously impaired. This nould bo obviously’ uneconomical. 
In order to be economic?! a tax must not obstruct in any manner 
the ultimate prosperity of the country. It is in conformity with the 
cenonof economy that the Central Go rcmmcnt‘hudgefc for 194(5-47 
grants an allowance fm cxocnditure on Bcicntific research and build- 
ings creeled and machinery installed. They are bound to add to the 
productive activity of the nation indue course. 

Taxes on harmful drugs and intoxicants are regarded ns econo 
mical, because they not only' bring income to the State, but also dis- 
courage unproductive expenditure. But taxes on raw materials are 
uneconomical, because they' raise the price of the manufactured 
article and weaken the competitive power of the industry. Also, every 
raiddle-msn goes on adding something to the tax that he has paid. 

The first canon of Adam Smith is ethical and the other three are 
ndministralive in character. 

OTHER CANONS OF TAXATION 

Since Adam Smith wrote, the science of Pnblio Finance has con- 
tinued to make progress. Subsequent writers have added canons of 
their ov,n to these four well iaiown canons. The following are some 
of the canons which have been recently’ adde^. 

5. Fiscal Adequacy cr proiuciivene^s^ ^Tho State must live on 
the revenue raided from the people by means of taxes. The Govern- 
ment should be free from financial embarrassments. It will be neces- 
saiy, therefore, that the tax proceeds should be adequate for the pur- 
pose and the Government does not run into a deficit. But the 
Government should not err on the side of excess. In their zeal to 
raise^ more revenue they should not cripple in any’ manner the pro- 
ductive capacity' of the community or impair the economic resources 
of the community. 

The canon of productivity would indicate that one tax bringing 
a larg^ncome is better than many, each bringing a very small reve- 
nue. Too great a multiplicity of taxes is to be avoided because each 
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' tax is likely to oat >60 some vexation to the citizens. But here again 
"we must warn that the principle of concentration should not be 
carried to excess, otherwise it may become either uneconomical or 
inequitable. 

6. Elasticity . canon of elasticity is closely connected 
with that of fiBC'al-Mequaoy. As the State needs increase, the State 
revenue shpidd also increase, otherwise they will not be adequate. 

, To meet an emergency or a period of strain the Government should 
bo in a position to augment its financial resources. Some of the 
taxes should bo capable of yielding more if need be. Income-tax is 
, a very good example of an elastic tax. By raising the rate a bit or 
by . levying a surcharge, the yield can bo considerably increased. 
When the war broke out, the first financial measure was a surcharge 
on income-tax. Bailway and postal rates also are fairly elastic. 

7. Flexibility. The canon of flexibility looks like that of elas- 
ticity but the difference between the two is quite clear. Flexibility 
means that there should be no rigidity and that the tax system can 
be quickly adjusted. Elasticity means that the revenues can bo 
increased. Unless the system is flexible, the revenue cannot be in- 
creased, for alteration will not bo possible. Thus presence ot flexi- 
bility is a condition of elasticity. If a tax system cannot bo altered 
without bringing about a royblution, it lacks flo.xibility. Permanent 
Settlement of Bengal (1793)yis an example of ridigity or lack of flexi- 
bility in a tax. Under tins arrangement the Government bound it- 
self to .collect the same/ sum from the landowners in perpetuity. 
This lack of flexibility is/in so small measure, the cause of financial 
troubles of Bengal . . . j . 

8. Simplicity. In tlie words of Armitago Smith, "A system of 
taxation should'^ be Biniplc, plaiii and intelligible to the common un- 
derstanding.” This canon is essential if corruption or oppression 
is to be avoided. If a tax is complicated so that the tax-payer can- 
not understand how much ho is to pay and why ho is to pay it, a 
great power will pass into the bands of the tax-gatherer. The door 
will be widely opened to corruption and oppression. 

9. Diversity. Another important principle is that of diversity. 
A single tax or only a few taxes will not do. There should bo a ' 
variety in taxation, and a larger number of them so that all the 
citizens who can afford to contribute to the state revenue should bo 
made to contribute. They should bo approached in a variety of 
ways. There should bo a wise admixture of. direct and indirect 
taxes. In this manner the canons of fical adequacy and equity may 
be better satisSed. But too great a multiplicity will be bad and un- 
economical. 

There are several other considerations put forward. It is re- 
commended that a tax should fall on fevonuo and not on capital. 
It should not cut down the minimum subsistence of the tax-payer. 

It must be said that in no country does each tax satisfy each of 
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these canons. It is not possible to make each and every tax con- 
forf-i to ail these principles. Wo have to look to the tax system as 
a whole rather than to each individual tax. Some taxes are bound 
to infringe some canons. But the tax systeni as a whole should 
satisfj most of these pi inciplcs of taxation. 

6. Characteristics of a Good Tax System. A good tax system 
should be composed of taxes which conform to the canons .of taxation 
discussed above. The tax system as a whole should be equitable, 
lea burden should fall on the broadest shoulder. It should also be 
economical so that the work of collection is as cheaply done as possi- 
ble. It should not hamper the development of trade and industry. 

It should, on the other hand, assist the economic development of the 
country. The Government should be certain of its revenue, > The 
tax system should be based on a comprehensive and up-to-date 
statistical information so that accurate forecasting is made possible. 
The tax system should not be a mere leap in the dark. Its effects 
should be calculable nith a reasonable precision. The , taxes as a 
whole should be convenient, i.e., felt as little as ]> 08 sible'. An ingenious 
formula has been suggested that ‘the rich should pay more 
taxation than they think, while the poor should -think they pay 
more than they do. This double illusion, it is argued, will keep the 
rich contented and the poor virtuous.’ This formula is, however, 
hardlj practical. ' . ' . 

The tax system should be simple, financially adequate and 
elastic so that it cm respond to the new needs. It should not be 
rigid like our land revenue which is fixed for 30 or 40 years, . The 
adoption of the sliding scale system ol land revenue recently in the 
Punjab mukes up for this defect to some extent. : 

The ideal of simplicity may lead us to advocate a single tax. 
But the single tax will expose the tax system to other serious ‘ 
objections. It is, therefore, agreed that the tax system sbonld be as . 
much broad-based as pos.=ible. There should be diversity in. the tax 
system. But we do not want too' great a multiplicity. We don’t 
agree, therefore, wth Arthur Young when he says, “If I were to 
define a good system of taxation, it should be that of bearing lightly 
on an infinite number of points, heavily on none.” ■ ■ ' 

Further, the tax system should be efficient from administrative 
point of view. It should be simple to administer. There should be' 
little scope for evasion of accumulation of arrears^ It should be 
fool proof and knave proof. Chances of corruption 'should be 
minimised. . ■ 

Another important characteristic of a good tax system is that it 
should be a harmonious whole. It should be truly a system and 
not a mere collection of isolated taxes. Every tax should fit in 
properly in the system as a whole so that it is a part of a coneotedn 
system. Each tax should' occupy a definite and due place in the 
financial structure. ^ They ahonld not pall in different directions. 
For example imposition of a protective duty and a countervailing 
excise duty do not go well together. ■ - 
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7. The Indian Tas System. Administratively the’ Indian tax 
system is fairly efficient. There is little smuggling and not many 
leakages. Evasion is not common. The cost of collection is not 
disproportionately high. It is fairly simple. There is hardly any 
doubt on the ground of fiscal adequacy or sufficiency. The tax 
system is quite productive. It is also fairly broad-based. Even the 
poorest in the country pays, e.p., salt tax. The system is fairly 
diversified. The Indian tax system is also not particularly in- 
convenient as compared with the tax systems of other countries. 
The land revenue is paid in instalments and paid after the harvest. 
The taxes on commodities occupy an important place. On the 
grounds of flexibility or elasticity we have no cause of complaint. 
Our tax system has stood the strain of the costliest war fought so far 
in a magnificent manner. 

But we cannot say that ours is an ideal _ tax system. Duties 
have been imposed in India without any regard for the needs of 
Indian trade and industry. The customs duties were levied exclu- 
sively for revenue purposes. Tie tariff sehednJe not infrequently 
hampered the development of Indian industries. Meagre depreciation 
allowances were granted so that the industry felt a real difficulty in 
the renewal or replacement of plants. We have already mentioned 
that the budget for 1946-47 makes up for this defect to some extent. 
Our ‘tax system, therefore, has not fully satisfied the canon of 
economy. 

The biggest breach is in the canon of equity .1 The Indian tax 
system discriminates against the poor and in favour of the rich. 
Income-tax is the only tax which is paid by the rich and even here 
progression is not as steep as it ought to be. Land Revenue, Sat 
Customs, Excise and oven railway fares are in the aggregate contr- 
buted more by the poor than by the rich. Absence of Succession 
Duty and a tax on agricultural incomes accentuate the regreasivi 
character of our tax system. In the words of Prof. K. T. Shab, 
“Richer classes escape relatively with much lower burden, even 
though their ability to bear or evade such burden is much greater, 
while the poor classes, who cannot escape from such burdens, have to 
bear the lion’s share of the burden with less than lamb’s capacity to 
shoulder them.” The Indian income-tax does not make ■ allowance 
for the number of dependants and is, therefore, not in accordance 
with ability to pay. 

There is an element of uncertainty. Monsoons are a disturbing 
factor. The Indian budget has been called a gamble in the 
Monsoons. 

There ere several other defeats in the Indian tax system. It is 
haphazard and -has not been scientifically planned. It has been 
moulded by the exigencies of time, the main concern being to balance 
the.budget. Little attention has been paid to incidence of taxes 
and their effect on production' and distribution. Here it has not been 


- 1 . See our Indian Eoonomios, 1945, p. 661, 
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truly a system. Sir Walter Layton calls the Indian budgets ‘tightfit’ 
with little ijrovision for unexpected and unforseen expenditure. 

Legislative control over finance is strictly liniited, about 80% of 
the budget being non-votable. It thus lacks democratic sanction.' 

The tax system is also very conservative. Salt tax, excise 
revenue, and land revenue in the existing form, continue even though 
they have been universally condemned. 

Unlike other advanced countries, the direct taxes in India play 
a secondary role, although the system has been improved in this res- 
pact on account of the financial measures adopted in the -war (1939- • 
45). In 1938-39 the proportion nf taxes on income to total revenue 
was 23'6% but it was 62'3% in 1945-46. 

Till recently our tax system did not distinguish between earned 
and unearned incomes and thus treated the actual worker and-the 
idle rich alike. In 1945-46, 10% earned relief came be granted. . 

Allocation between Central, Provinoisl and Local Finance' is also 
defective. Income-tax being a direct tax should be wholly Provin- 
cial and many Provincial taxes like entertainment tax and sales tax 
shoutd belong to the local bodies. A part of the land revenue should 
also go to the local boards. 

We cannot say, therefore, that the Indian tax system is perfectly 
satisfactory. There is much room for improvement. 

8. The Problem of Justice in Taxation. We have discussed 
the various canons of taxation and the most important of these 
canons seems to be the canon of equality or equity. The most 
fundamental problem in taxation is the problem of justice. Every- 
body expects the minister of finance so to arrange his taxation pro- 
posals as to ensure that the burden of taxation falls on those who 
can fully bear it. “It is equitable that people in the same economic 
position should be treated in the same way for purposes of taxation.” 
But how to measure economic position's ? 

In order to achieve the ideal of justice in taxation several theories 
have been put forward from time to time. We examine some of 
these theories below ; — 

1, ‘The Cost of Service Principle.' However equitable it may 
appear to be, ‘the - cost of service principle’ cannot be applied in 
actual practice. The cost of services of the armed forces, police,, etc., 
the services which are rendered out of tax proceeds, cannot be exact- 
ly determined. We have to calculate how much it costs to render a 
service to the particular tax-payer. We know that in case of taxes 
there is no direct quid pro quo to the tax-payer. Hence the question 
of the ascertainment of the cost of service to an individual tax-payer 
does nob arise. Only in those cases where the services are rendered 
out of prices, e.q., supply of electricity, railway or postal service, a 
near approach can be made to charging according to the cost of service. 
Even here the exact cost cannot be ascertained, and for fixing the 
charges we have to fall back on the principle ‘charging what the 
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obieotive. If we examine the position of the tnx-payer in its subjOT- 
tive aspect wo shall consider the inconvenience, the ■ pinch or the 
sacrifice involved. On this point three distinct views have been 
advanced (a) the Principle of Equal Sacrifice, (h) i'he Principle of 
Proportional Sacrifice, (c) the Principle of Minimum Sacrifice. . 

" In the words of J. S. Mill, “Equality of taxation, as a. maxim 
of politics, mefins equality oj sacrifice. It mean? the apportioning the 
contribution of each person towards the expenses of Government, so 
that he shall feel neither more nor less inconvenience from his share 
of the payment than every other person experiences from InV’.^ 
/iccording to this princ iple the money burden of taxation is to bo so 
distributed a.? to impose equal real burden on the individual tax- 
payers. This would mean proportional taxation; • ' 

According to the principle of ’proportional sacrifice the real 
burden on the individual tax-payers is to be not equal but propor- 
tional either to their income or the economic welfare they derive. 

1 his would he more just than if the sacrifice involved were, equal. 
Those who can make a greater sacrifice Miould be asked to do so. , 
This would mean progressive taxation. 

' The Tntm'miiwi sacrifice principle considers the body of tax- 
payers in the aggregate and not individually. According to this . 
principle the total real burden on the community .?hould be as small ' 

. as possible. In the words of Edgeworth, the chief exponent- of the 
theory of minimum aggregate sacrifice, “The minimum sacrifice. .....is 

the sovereign principle of taxation.”. This principle would involve a 
high level of minimum exemption and a very steep .progression as, in- 
comes increase. The less the aggregate sacrifice- the bettor the dis- 
tribution of the tax burden in the community. The" State exists to 
maximise human welfare. This it will bo able to do by minimising . 
the sacrifices involved. , • 

The sacrifice principles hare only an academic interest. This - 
hair-splitting has little practical value. Sacrifice is something sub- • 
jective, it is ’internal to the tax-payer and wdbave no means of 
measuring it. A great sacrifice does not always mean ’a great' injury. . 
A tax on -wine means a great inconvenience to the consumer of wine 
but a small real injurj' to him. Sacrifice as a test of ability must be 
abandoned. . . • ■ - ■ 

We must, therefore, take our second line of approach to. 
measure a man^s faculty to pay, that is, proceed objectively. Here we 
are on surer grounds. But here again, we find that several criteria 
have been mentioned. A man’s faculty to pay may be measured 
according to ia) consumption; (b) pifoperty ; or (c) income. Con- 
i sumption is not a sound criterion, because consuinption or utilisation 
, of the services of the State by the poor is -considered to be out of all 
I proportion to their means and as such it cannot be taken a.? a practical 
1 principle of taxation.. Property also cannot be a fair basis of 
0 t axatio n, for a property of the same size and desoription may not 

1.- - Mill, J. S.— Principles of Political Economy. Book V, II 3, 
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yield the same incorhe; and some persons having no property to show 
may havedarge incomes, whereas men of property may be getting 
small incomes. To tax according to property will not be taxation 
according to ability. Income, however, remains the single best test 
of a man’s ability to pay. But even in the case of income,! the tax 
will be in proportion to faculty if there is a minimum exemption to 
allow for a reasonable subsistence, if there is an allowance made for 
the number of dependants and finally if the principle of progression is 
applied by taxing the rich at a higher rate. 

Besides, we have to consider ‘the ability to pay’ not merely of the 
individual tax-payer but of the community as a whole. In this 
light it is necessary that the tax system as a whole is not oppressive, 
that it does not discourage saving or retard accumulation of capital 
and that it does not in any manner impair the productive capacity 
of the community by hampering the development of trade and in- 
dustry in the country. This is the solution of problem of justice in 
taxation. The ends of justice are not served by applying the 
cost of service principle or by taxing according to benefit, but accord- 
ing to faculty or ability to pay. The ability to pay cannot be 
judged subjectively by the amount of sacrifice involved, but 
objectively according to the man’s income and not according to 
his consumption or property. Each proposal to achieve justice leads 
to some sort of progression in taxation. What is intended is that 
tax system as a whole should be equitable. Eaoh individual tax 
may not be absolutely just or equitable. But the iniquity of one 
tax should be neutralised by the equity of another. “There may be 
iniquity in the parts but equity in the whole.” 

Equity is a matter of opinion. Some time, some people happen 
to think that a certain tax is equitable. Tnere is no generally 
accented definition of equity. It is in the words of Dalton, “an 
^elusive mistress, whom perhaps it is only worth the while of philoso- 
■ phers to pursue ardently and of politicians to watch warily.” 

9. Some Other Theories of Taxation. We propose here to 
make only a passing reference to some other theories or principles 
of t&xation put forward by some writers on Public Finance. 

' Leave-ds-you-found’thtm’ principle. According to this principle 
the existing distribution of wealth is not to be^iisturbed. The in- 
equalities of wealth distribution are to be neither increased nor de- 
creased. The advocates of this principle want to adopt a non- 
committal attitude on the question of the existing distribution of 
wealth. This principle states that “ taxes should be so imposed 
that when all have paid them, each will be left in the same position 
relative to his fellows, as he was before the payment.” This principle 
is not accepted in modern times. The State must reduce in- 
equalities of wealth distribution and not leave them as they are. 

' The Political or Ethical Principle. This refers to equality, 
equitji or justice in taxation, a theory which we have discussed above. 

' If the circttrastances and economic condition of the tax-payers were 
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tlio sainc, to ncljicvc jiKstioc would have henn a Pimple afTatr.- But in 
view of the varying circumstanccB of individual tax-payers the 
attempt at jiiptiee must causo fiomo licadaclie to the minister of 
finance. .Several ways have been soegested which we havo already 
examined. 

The Financial Principle. Thin is summed up In the cyuitnl Kugues- 
tion of Colbert, “Pluck the goope with ns little squealing as iios-sible.” 
The only guide for the. tax-gatherer, according to thi^ iwinciple, is the 
maximum of revenue with the minimum of proUxsl. No considom- 
tion of juptico is to enter his mind. Ho i? to follow the line of hast 
resistance and the finance ministers do follow thip lino nctURlly. 
nlthoHgli tliey will not admit it. This is phown by the fact that, 
they arc mom inclined towards indirect taxation than direct taxa- 
tion. Arcording to this view jirwluetivity nnd expediency aro more 
important t ban cejuity . 

Faciali’tir or Compenu ttorJ/ Theory, .\cciirding to the ndvoeatfs 
of thi.n theory of taxation, it is the function of the State to equalim 
the diptribution of we.altb in the community. It c-nn bo done 
l>y taxing the more rich more, the nim is to bridge, the gulf between 
the ])oor nnd the rich. If thi.s .aim to be completely achieved it 
would ncces-iitatc taxing the rich to such an extent ns may discour- 
age paring and drive, capital abroad, which would no doubt cripple 
the productive power of the community. The ineqnnVities of wcallb 
distribution can be reduced not merely by t.axation but also by .wise 
]mblic expenditure. 

‘Ft fry one ovyhi to pay .<rmrthit}y.’ The idea is to make every 
citi'.’.en feel a peiwe of rc.spon.sibility in State mntter.c 'o riiat bo may 
take more active and intelligent interest in the civic aifairs. It will 
make the citiicn.s conscious of their position nnd importance in the 
State. Hut for the ]ioor it will he too dc.aTly bouclit. It will.be 
more equitable if the poor are exempt from the tax btmiims nko- 
gother. ( . • 

Taxation fhonhl mnhe nrl satlsfurJion'i ftptal. This means that 
We should consider the entire leg,al sv-stem .anil not merely tax laws. 
All laws, not merely tax laws, nffect the people and aflect their, 
economic welfare. Net satisfactions of the individual.®, after con- 
sidering the entire body of laws, must be made, equal. This principle 
seems to be better tlian principle of cijuality of sacritic-e. 

Taxation for Regnlaling Con.^umption. , According to this theory, 
the primary nim of taxation is to regulate the consumption of the, 
harmful commodities like intoxicants. Thi,® is obviouslv a one-sided 
view. , 

, ^0. Proportional vs. Progressive Taxation. In bur discussion 
of the yariou® theories of a fair distribution of tax burden, we have 
almost inv.ariably been led to the conclusion that there- must ’ be 
some degree of progression -wberevar possible in a tax, because only 

then It can be called equitable. The principle of progression has 
oeen accepted everywhere now.’ But it was not always ’so. ' • 
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There have been advocates of proportional taxation. McCulloch's 
xvell-kno'wn remark is typical of the attitude of tho nineteenth 
century. He said : “ When you abandon tho plain principle (of pro- 
portion) you are at sea*Tvitboat rudder and compa.ss and tiiere is no 
amount of iujustieo you may not commit.” J, S. Mill was oven 
more emphatic. Ho said : “A graduated income-tax was an entirely 
unjust mode of taxation, and in fact, a graduated robbery.” Accord- 
ihg to him progressive taxation was a step towards confiscation. 

If we assume that the relation bet veen income and economic 
welfare is the same for all tax-payers then the only justification for 
a proportional ta.x is, according to the principle of equality of sacri- 
fice, on the assumption that ns income increases marginal utility of 
tlie income'diminishes vety slowly, and, according to proportional 
sacrifice principle, tho marginal utility does not at all decrease. 
These assumptions, .at least tho latter, have been questioned. Money 
income alone cannot be taken as a guide. Wo must take into con- 
sideration other relevant circumstances of the tax-payer while fixing 
the amount of the tax. Proportional taxation will entail equal 
eacrifico, whereas aaorifice itself should be proportional to the tax- 
jiaycr's capacity. Proportional taxation is, therefore, not equitable. 
It is also not sufficiently productive and the clemeub of arbitrariness 
even in proportional taxation is not altogether absent. The theory 
of proportional taxation has, therefore, been abandoned definitely 
BO far as direct taxation is concerned. In other words, wherever 
possible, the principle of progressive taxation baa been applied. 

. Tlie principle of progressive taxation is baaed on certain assump- 
tions. It is assumed that the same inco nc means the same utility 
to different individuals. This is a very weak assumptiohi It is also 
assumed that as income Increases, tho utility of each addition to tho 
income decreases. It is further assumed that ns income increases 
jthe expenditure on luxuries tends to increase, whereas necessaries 
arc more important than luxuries from "the point of view of econo- 
mic welfare. It follows, therefore, that by taxing the rich more, we 
compel them to cut down luxuries, which floe.« not mean so much 
sacrifice os the benefit to the poor for whom tlie tax proceeds may 
be spent. * 

Progressive taxation yields much greater revenue and hence it 
is more productive. It is very difficult to see how modern Gavorn- 
ments would have balanced tlieir budgets today hi the absence of 
the principle of progression. 

Progressive taxation is more economical. Tlie cost of collection 
oftho taxes does not inorea.se when the rate increase’s. About the 
equity of progressive taxation there can be no question. It calls 
forth a proportional sacrifice from the tax-payers. It places the 
heaviest loads on the broade.sb backs. 

Tho principle of progression gives to the tax svstem much need- 
ed quality of elasticity or flexibility. Just a little raising of the 
rates is heeded when an emergency arises. 
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The opponents of the progressive principle have raised several 
objections against the system. We examine beloiv some of these 
objections ; — 

(«■) It is said that it is all arbitiary. The degree of progression' 
is scttled'by the finance minister on no definite and scientific basis.’ 
It is purely his personal opinion. The tax proposals are bound to be 
coloured by his own whims. Clearly the objection is not to the .prin- 
ciple but the oegree of progression. Although it cannot be scientifi- 
cally fixed yet for practical purposes small differences do not matter. 
The members of the legislature are there to set right the angularities 
of the Chancellor of the Exchequer. 

(ii) It is pointed out that the principle of progression cannot be 
advocated on the ground of promoting welfare, because welfare is 
subjective .and cannot bo measured. There is no scientific apparatus 
to test that welfare has increased consequent on reduction of inequa- 
lities of incomes. The rich are perhaps vexed more than the 
comforting of the poor. 


We may concede the strength of the objection. Wo cannot 
measure the increase in welfare. But few can deny that it is 
socially desirable that the rich should contribute more, for they can 
do so. 


(Hi) Progression will discourage saving, drive out capital and 
thus hamper trade and industry', it will, in short, be uneconomical. 

But such dire consequences will follow only if progression 
exceeds limits of reison and expediency'. This has seldom been 
done. Capital is not so sensitive as it is supposed. 

' (is) Progression breaks on scientific grounds. Its fundamental 
assumption that the same income nieusures the same satisfaction is 
not at all valid. Further, the Law of Biraiuishing Utility mav not 
hold good in case of money. “Money”, they say, “does not represent 
one good, but goods in general, and since hutnan wants in general 
ate unlimited, it may be questioned whether the wealthy person 
does require the additional pounds less and less. It may even be 
that his desire for additional income increases as his income increases. 
Such may be the case where an increase in inedme caused the 
possessor to move into a higher social circle, and so brought about 
an extension in his necessary wants.”*- 

On scientific grounds the argument is unanswerable but pro- 
gression can be advocated equally strongly on ethical and political ' 
grounds. 


■ (e) It is said that progression will lead to evasion. Bub the 
^Bsibihty of evasion in proportional taxation is also present. It all 
depends on the social conscience. 


Thu? progi-essive taxation Is ethicallv sound, s'l^dially desirable 
and wiso conformB to canons of economy, productivity and elasticity, 
whether it can be scientifically justified or.not. - . ' 


l. Tliomr.s, S. E.— Kitjrnents of Economics, lh 36 , p. 332 . 



PUBLIC REVENUE 


693 


II. Concept of Taxable Capacity. The concept of taxable 
capacity hna racked the brains of not a fow economists and publicists. 
Dalton calls it "a dim and confused conception.” Ho says; “Absolute 
taxable capacity is a myth and should he banished from all serious 
discussions on Public Fmanco.” To the question whether taxable 
capacity can be measured he thinks Cannan's ‘No how’ is the best 
ansa or. Findlay Shirras, on the other hand, thinks that it is of 
great practical importance. “It is always wise and useful,” ho says, 
"for a Government to know oven roughly the limit that the country 
can contribute by way of taxation both in the ordinary and extra- 
ordinary circumstances.” Ho goes on : “The necessity in post^-war 
finance especially of balancing budgets heavily laden with public 
debt of short maturity has made the q'lestion of absolute taxable 
capacity a real and nn abiding problem of taxation.”^ 

What is taxable capacity ? The term taxable capacity can bo 
xised in two senses (i) in the absolute sense and (ti) in the relative 
sense. The absolute taxable capacity has been variously defined. It 
means how mucli a particular community can pay in the form of 
taxes %vithout producing unjileasant cfFects. Relative taxable 
capacity, on the other hand, means the respective contribution which 
the two communities should make towards a common expenditure, 
e.g.. Provincial contributions to Central expenditure. Dalton says 
the former is a myth and the latter a reality. The relative limit 
may be reached without reaching the absolut* limit. That is, wo 
may have reached the limit of how much a particular community 
should contribute without reaching the limit beyond which it 
possibly cannot contribute. 

There are two extreme views about absolnte taxable capacity, 
(rt) the capacity to j>ay without salfi'mig, and [b) the capacity to' 
pay regardless of eutlcring. In the former sense taxable capacity 
is iiractically nil, for every t-ax must entail some suffering. In the 
latter case there is practically no limit to taxable capacity except 
the one imposed bj’ the extent cf the resources of the comtnumt3’. 

Sir 'Jo«iah Stanij) defines taxable capacitj' as "the margin of 
total prciluction over total consumption, or the amount required to 
maintain the population at subsistence level. ’ This means the 
utmost that a coramunitj' can pay "without having a really unhappy 
and downtrodden existence and without dislocating the organisation 
too much.” Findlay fihirras dofmea absolute taxable capacity ns 
"the maximum amount which the citizens of ft country can contri- 
bute towards the expenses of the public authorities, without having 
to undergo an unbearable strain. Briefly, taxable capacity is the 
limit of squeezability,... It is the taxability of a nation the maximum 
amount of taxation that can be raised and spent to produce the 
maximum economic welfare in that community.” 

These definitions lack scientific precision and have on element 
of vagueness. Stamp’s level of subsistence, and “unbappjr down- 
trodden existence” and Shirras’s “unbearable strain and maximum 


I. Finillny Shiiroa— Science of Public Finance, 103C, p. 227. 
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oconomio ncVato" cannot bo rciontifically dcfitsrd and hid down in 
exact terns. But this doca not detract from llio iimctioal importance 
and the ntiiitv of tho concept of taxable cap icity. J'ho meaning con- 
veyed by the (lofinition>i given above is fairly clear, nltlioiigu we must 
admit that nnv attempt to measure preebety the tassible capieity n 
foredoomed to failure. Cannan'ft 'no bow' h re.ally the correct 
answer. 

When is ihclimit of taxjiU f.ojwifif*/ rxcff^ni 1 Viev-s also differ 
as to what arc the 8j’rnptom>> to hbow that taxable cajiieity h‘*3 
exceeded. Stamp mentionH t.vo limits to taxable capacity , fa) th" 
check to total production, and {h) the cliccV: to total revenue yidd. 
But tho check may be due to causes otlicr than excessive taxation. 
Tax is not the only factor that affctls production. Elli.nger* Ihirtk.-* 
that " tho iimila would bo 1000111 x 1 when so much ia taUen out of tlu- 
tax-payors* pockets that the inceniivc to jirodnee !« rcd*irt-d, and 
when insufficient remains to provide the nccesL iry capital to make 
up for wastage and to set to work new workers in .an inerca-.)n.,' 
[wpiilatioa.’* He obviously ignore® the benerieenl elltct of public 
expenditure on production. Tlio fact is that tho tax iblc capacity h 
nob rigidly fixed. It is a moving point. It is relative to so many 
factors any change in which i» bound to change our idea about the 
taxable capacity of a nation. 


Faciors on which tamhlc caj-ocili; delved*. Findlay Shirf.xs 
gives the following factors which determine the taxable capacity of 
R nation : * 


(1) The A' twt fur of Inhabitants. It is quite obvious that tb>' 
larger tho number tho greater is the taxable c.ipacity of tho com- 
luumty to contribute towanls Use expenses of the Government. 
Erom this point of view India is well pkced. Its taxable capacity 
will infinitely increase when the proper economic development of the 
country ia brought about, 

(2) The Distribntiou of Wraith i» the Cotmlrtj, IfwentUi is more 
equally distributed, the tnx.ible capacity' will"^ be eorrcpondiitgly 
leas. But if there .ire large accumulations of wealih in fewer hand®, 
the Government can raise more money by taxdnrr the rieh. 

(3) The Mcfhol of Taxation. A pcicntifically constructed tax 
system with a wise ndmixluro of various types of taxes, direct .and 
indirect, is Biiro to bring a larger yield. Our tax system is not so 
much diversified ; wo have no taxes on large ngrieiiluiral incomes 
and none on inheritance. This certainly reduces the t.axable 
capacity. 


(4) The Purpose of Taxation. If the purpose of taxation is to 
promote welfare of the people, they will be more willing to tax 
themselves. For a popular cause, the people will bo wiUiiig to stretch 
their capacity to the utmost, . If the Government proceeds to. raise 
money for fighting famine, disease or spread of education, there will 

2 — Uriricapl'i® nf fublio l’’iU.liwo 7 T>!rihrm 130. ' 

2. 1 mdlfty ishirraa— ‘'cicnri' of rubUc Finance, 1U36, p. gji. ‘ 
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several grounds : — 

(а) That the tax revenue will not be sufficient to meet the largo 
expenditure of a modem Government. 

(б) That it would penalise the holders of one type of property 
leaving the o 1 hors scot-free. Not only is it unfair but it will also 
lead to evasion as the landlords would try to acquire some other 
property instead. It would not fairly, distribute the tax burden. , 

(c) It it not easy to calculate how much is e.vactly unearned and 
how much of the increment is due to the foresight, personal effort 
or improvements by the land-owners. 

(d) Compensation will have to be paid by the State in cases 
where the land values went down. The Government would become 
unnecessarily involved in fluctuations of land values. 

(e) There will bo several administrative difficulties. 

The modem socialist advocates a single tax on income. 
Every income should be taxed. It is said that it can bc'made to 
steer clear of the two major difficulties facing a single tax on land. 
By 'taxing all incomes and higher incomes sufficiently steeply ade- 
quate' funds can be raised. Also, through devices like graduation 
and differentiation, the tax burden can be fairly distributed. But 
even this proposal is not free from objections. 

(а) It will be vexatious, as everybody will be put to inconve- 
nience. 

(б) The cost of collection of tax from numerous small incomes 
will bo almost prohibitive. This can be overcome by administrative 
improvements. 

(c) When there is only one tax to rely upon evasion will be a 
much more serious matter. Attempts to stop the loopholes will make 
the tax system even more vexatious. 

(d) There will he administrative difficulties. 

(e) The inheritors of wealth^ very fit cases of taxation, will 
escape if only incomes have to be taxed. This can be overcome by 
treating inheritance as taxable income, 

if) It will check saving and hence aoeumulation of capital. 
This •would retard the development of trade and industry. This 
objection can be met by exempting savings. But this would mean 
taxing not the personal income but personal expenditure. But this 
again would present administrative difficulties and leave large loop-' 

fihan^^^ tax on income, too, on the whole, is beyond practical 

Another variety of a single tax is on the capital value of the 
proprty. But we havd already said that taxation of income ia a 

tfat a'manVoidr. amount of property 
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Besides objections advanced against particular forms of a single 
tax, two arguments of a general nature applicable to all forms of 
single tax can be advanced ; — 

[a) It is bound to create anomalies as between persons which 
can be rectified by a multiple tax system. . , , 

{b) Evasion'is much easier in case of a single tax whereas there 
are counter-checks in a multiple system. , > . . 

Single' tax was a , dream of theorists. It has few advocate's 
among pratical statesmen. The discussion has a purely academic 
interest for a single tax ’ is definitely beyond the sphere of pra.btioal 
finance. Every country has adopted a mixed or multiple system of 
taxation. ' ‘ ’ 
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CHAPTER LXVl 
INCIDENCE OF TAXATION 

^1. What is lucidence ? The problem of the incidence of taxa- 
tion IS the problem of who pays it. Taxes are not always borne by 
the people who pay them in the first instance. They are sometimes 
shifted on to other people. The incidence means the final resting 
place of the tax. The incidence is on the man who ultimately bears 
the monej' burden of the tax. We had to see out of whose pocket 
the money payment of the tax has come or in whoso pocket the 
money would have remained had the tax not been imposed. 

We may distinguish between ivvpacl and inctdencc. The impact 
of the tax is on the person who pays it in the first instance and inci- 
dence is on one who finally bears it. If an excise duty is imposed 
on sugar, it is paid in the first instance by the sugar manufacturer, 
the impact is on him. But the duty will bo added to the price of 
the sugar sold, which through a series of transfers will ultimately fall 
on the consumer of sugar. The incidence is, therefore, on. the final 
consumer. 

Incidence, is not shifting . — Shifting means the process of transfer, 
i.e., the passing of the tax from the one who first pays it to the one 
who finally bears it. It is through this process of shifting that the 
incidence of a tax comes finally to rest somewhere. The process of 
shifting may be slow or may bo partially efiective so that the burden 
of a tax may not fall entireli'^ on the person who is intended to bear 
it. Shifting is also known as repercussion. The tax may be shifted 
forward from the producer to the consumer or backward from the 
latter to the former. 

Shifting is quite different from evasion. Evasion is to avoid the 
tax payment. I may give up the consumption of a taxed commodity 
and evade the tax. This evasion is quite legal. But there is also 
illegal or fraudulent evasion, e g., when I submit a false return of my 
income or conceal my real income. In evasion there is no question 
of shifting the tax to somebody else. 

The term incidence should also be distinguished from the effects 
of taxation. The effect of a tax refers to incidental results of tax. 
There are several consequences of the imposition of a tax which are 
quite distinct from the prooiem of incidence or who really pays. The 
imposition of an excise duty on sugar, we have seen, is shifted ulti- 
mately to the consumer of sugar. The inoidence.is on the consumer. 
It IS a simple question and a narrow one. But the effects of this 
duty may be far-reaching ; a heavy excise duty may cripple the in- 
dustry. The manufacturers’ profits will be reduced. Labour and 
at may have to leave the industry. Wages may be reduced. 
Auousands of middlemen engaged in the distribution of sugar may 
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find their earnings reduced. ReshnfiBing of their family budgets may 
affect the demand for certain other goods. The consumption of sugar 
may decrease and that of substitutes may increase. These are all 
effects of the tax, a much wider problem as distinguished from the 
incidence which is a narrow and, special problem of finding who bears 
the money burden of the tax. 

We may also distinguish between the money burden of the tax 
and the real burden of a tax. The money burden of a tax is 
represented by the total amount of money received by the treasury. 
If a consumer has to spend Rs. 5 more per month on the sugar con- 
sumed by him on account of the levy of a duty on sugar, it is the 
money burden that he has to bear. But he may have reduced the 
consumption of sugar which may mean a reduction of his economic 
welfare. He may have to pinch in the consumption of other commo- 
dities. This pinching, inconvenience, sacrifice or, in short, loss of 
economic welfare is the real burden of the tax. In incidence we 
are concerned with the money burden and not the real burden. We 
may also add that the question of incidence is really a question of 
price. The burden of the tax is shifted by the raising of the price 
of the commodity or the service that the tax-payer supplies. It 
is through the price that the other people are touched. If the price 
is not affected others will not be affected. Therefore the question 
of incidence really comes to this. How is the price affected by the 
tax ? It is thus a part of the wider problem of value. But it is 
not BO simple to trace the relation botween'the price and the tax, for 
price is affected by 'many factors and the tax is only one of such 
factors. 

2. Importance of the Study of Incidence. We have seen that 
the theorists on Publio Einanoe have rejected in modern times what 
is called the financial principle of taxation. It is not merely aimed 
at raising a certain amount of revenue, but the aim is to raise it from 
those sections of the people who can best bear the tax. The aim, in 
short, is to secure a just distribution of the tax burden. This 
obviously cannot be done unless an effort is made to trace the 
incidence of each tax levied by the State ; we must know who pays 
it ultimately to know whether it is just to ask him to pay it or 
whether the burden imposed on him is according to the ability of 
the tax-payer. 

If the tax system is to conform to Adam Smith’s first canon of 
taxation, viz , the canon of equality, it becomes imperative for us to 
make a careful study of the reactions and re percuss ons of each tax 
and find out its final resting place. Unless we know who really pays 
' the tax we cannot say that the tax is equitable or that it is home by 
the people who can afford to bear its burden. 

There are certain taxes called the direct taxes which are home 
by the people who pay them first. The incidence in such cases is 
apparent. But the taxes system of a country is not merely composed 
of direct taxes alone. There are also the indirect taxes whose reactions 
are a complicated affair. These taxes are intended to be shifted. 
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But in actual practice, on account of econornic friction, tlw sWfting 
may not take place at all or it may be partial or it may be shifted 
on to quite a different class of people from those intended to bear. 
The shifting process has to be left to the free working of the economic 
forces. A rough and ready calculation must bo made by the finance 
department as to the probable course that shifting will take and as 
to who will ultimately bear the tax. 

In a modern democracy, where the Government is run by a 
particular political party the Government is pledged to a particular 
programme. It wants to serve a certain class of people and tax a 
certain class of people. The late Sir Ghhotu Ram, the Development 
Minister of the Punjab Government, used to declare openly that he 
wanted to raise a certain amount of revenue exclusively from ' he 
urban trading classes. It is clear that the Government cannot carry 
out such a policy without visualising the final resting plaoe of the 
tax. 

If Public Finance is to servo as an instrument of social justice, 
the question of inoidenco at once assumes a great importance. The 
rich have to be taxed and the proceeds have to be spent for the 
benefit of the poor. If you have to tax the rich, the incidence must 
be on the rich otherwise the object is not served. Wo must, there- 
iore, follow each tax and make sure that it finds a rich home to 
rest in. 

3. Direct and Indirect Taxes. We have said before that the 
question of incidence is very simple in case of a direct tax, when the 
impact and the incidence are on the same person. But in the case 
of an indirect tax the impact of the tax is on one and the incidence 
is on the other, A direct tax is not intended to be shifted, whereas 
an indirect tax is intended to be shifted. The question of incidence, 
therefore, really arises in case of indirect taxes. Before we trace the 
incidence of individual taxes we would like to make the distinction 
between direct and indirect taxes a little more clear and study their 
relative merits and demerits. 

Taxes on commodities are generally called indirect taxes for 
they are shifted completely or partially on to the consumers, whereas 
they are first collected from the dealei 3 or producers. But we should 
remember that the more fact that it is a commodity tax does not 
make it an indirect tax. Before it can be called an indirect tax, 
its burden must be_ shifted. It is very possible that the commodity 
maj’- be tapd, yet its price may remain imaffeoted. In this case the 
consumer is not touched and the tax will be direct and not indirect. 

A lump sum tax imposed on a monopolist or as a percentage of , 
monopoly net revenue is not shifted, whereas a monopoly tax in 
proportion to the output tends to be shifted. In the former case 
it will be a direct tax whereas in the latter case it wdl be indirect 
The inheritance tax is commonly considered a direct tax. It falls on 
the successor and it tends to stay there. But the predecessor, while 
he was ahve, may have taken an insurance policy to cover the amount 
ot the tax 1q this case it imposes an indirect money burden on him. 


1 
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Income-tax, again, is a direct tax but in exceptional cases a part of it 
may be shifted. To that extent it will become an indirect tax. We 
may thus conclude by saying, that we cannot draw hard lines between 
taxes which are direct and those which are indirect. The distinc- 
tion between the two types is settled by the question whether the 
tax can be shifted or not. If it is shifted, it is indirect otherwise 
direct. 

4. Relative Merits and Demerits of Direct and Indirect 
Taxes. We compare these two forms of taxes not with the object of 
choosing whether we should have the one or the other. No country 
relies exclusively on one type. Both direct and indirect taxes are 
needed to make up an equitable and adequate tax syslem. ‘T can 
never think,” said Great Scotman, “ of direct and indirect taxation 
except as I should think of two attractive sisteis who have been in- 
troduced into the gay world of Bondon, each with an ample fortune, 
both having the same percentage — for the parents of both I believe 
to be Necessity and Invention — differing only as sisters may differ 
However, direct taxes are better in some respects and in- 
direct in some other respects. 

In favour of direct taxes we can say : (a) They are more equit- 

able as progression can be applied to them. The rate of the tax is 
varied to make the tax conform to the ability to pay. 

(6) They are economical as the cost of collection is small, and, 
there being no intermediary between the tax-payer and the State, 
no part of the tax evaporates in transit. 

(c) Their yield can be calculated with a fair degree of precision. 
The tax-payer is also certain of the amount that he has to pay. 

(d) They have a high degree of elasticity. Income tax in this 
war verj satisfactorily responded to the enormously enhanced needs 
of the State. 

(e) They create a civic consciousness among the tax-payers. A 
man who pays a direct tax feels that he is contributing towards the 
State expenditure. He is expected to take keener interest in civic 
affairs. 

On the other hand, direct taxes have some drawhachs loo. {a) They 
are very inconvenient to pay. Every tax-payer feels the pinch. 
Hence they are not popular. The tax has to be paid in lump sum, 
the filing of returns is a complicated affair and there is lot of 
harassment. 

(6) They can be easily evaded and the State defrauded of its 
due. A direct tax is a tax on honesty. 

The Merits of Indirect Taxation are as under : (a) It is conveni- 
ent, The man pays a tax when he buys a commodity and at a time 
when he can afford it. It is paid in small trickles rather than in 
lump sum; many people prefer to be' taxed in tlje dark.’ The tax- 

1. Quoted by Findlr v .Shirras — Science of Public Finance, 1936, p- 297. 
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payer does not feel that he is paying it. Tlie tax is wrai)ped m the 
price of the commodity ho buys, 

(b) It is very difficult to evade an indirect tas. 

(c) Indirect taxes can also be made more equitable by'^ being 
imposed on articles gonorally consumed by the rich. Luxuries are 
generally taxed at a higher rate. 

(d) When imposed on ncees'-aries of life or articles for which 
the demand is mclasiic, indirect taxes are also fairly elastic. 

(c) They have u hencGcial social effect ns by means of such 
taxes the consumption of hurinful drugs and into.xicants can bo 
discouraged. 

The d/'incrilt of in Ureet tax€<; (trca-<t follows Thoy are un- 

certain. It is not always possible to anticipate the various ropercos- 
sious of a tax imposed on a commodity. Tho finance minister cannot 
precisely calculate tho estimated yield of a tax. 

(b) They are regressive. Every consumer of tho taxed com- 
modity, rich or poor, pays tho tax at tho same rate. Therefore, the 
real burden on tho poor is greater than on the rich. If the tax is 
imposed on the neceasarics of the life, its regressive character is 
accentuated. According to Engel’s Law of Consumption, the bulk 
of a poor man’s income is spent on necessaries of life. The poor 
man pays tho tax, therefore, on almost all bis income, whereas the 
rich man pay lit on a relarively smaller portion of income spent on 
necessaries of life. 

(c) They do not develop any civic consciousness in the tax- 
payer. 

(d) Although the shop-keeper is considered an unpaid tax 
collector, yet it is thought that tho cost of collection of certain in- 
direct taxes is very' heavy. In case of customs duties, a highly-paid 
staff of custom officials, appraisers, raiding parties to prevent smuggl- 
ing hare to bo engaged. Those taxes are uneconomical in another 
way. Tho taxed commodity passes through a number of middlemen 
and each adds something to tho tax, so that tho final consumer pays 
much more than tho State receives. 


Tho distinction between direct taxes and indiroot taxes is not 
of much practical importance Wo cannot assume that entire burden 
of direct taxation falls on the rich and that of indirect taxation on 
the poor. Indirect taxes like taxes on luxuries fall on the rich and 
not on the poor. It is, however, generally true that indirect taxes 
like inheritance tax and income and supertax fall exclusively on the 
rich. In a good tax system we must have a proper balance between 
direct and indirect taxation. Ono corrects the other. Indirect taxa- 
tion relieves exclusive pressure on the rich and makes the system of 
taxation broad based. 


0 , 1 -, '**■ Absorption ^Theory of Taxation. The 

advocates of the diffusion theory say that a tax gets automaticallj 
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diffused in the commimity very widely so that each individual tax- 
payer bears only a small proportion of the tax, a proportion which 
he can and ought to bear. It is intended to convey that the tax 
burden is, automatically equitably distributed among ^the various 
sections of the community. The conclusion follows that it is useless 
to bother about incidence and it is impossible in this world of com- 
plicated exchanges to trace the shifting of a tax which settles the 
question of ultimate inoidence. In other words, the taxing authority 
may comfortably rest in the belief that everything is all right with 
their tax policy. Even if a tax contains an initial element of in- 
justice, adjustments are sure to bo made and the iniquity will be 
either eliminated or not felt at all. Towards the end of the eighteenth 
century. Lord Mansfield said : “I hold it to be true that a tax laid 
in any place is like a pebble falling into and making circles in a lake, 
till one circle produces and gives motion, to another, and the whole 
circumference is agitated from the centre.”^ This is how a tax gets 
diffused or spread throughout the community. The diffusion takes 
place through the exchanging process. If a tax is imposed on a 
commodity, little by little it is shifted on to the consumers concealed 
in the price, of the commodity. A tax on profits will enter the cost 
^ of the commodity. A tax forms a part of the cost of production of 
a commodity or of the cost of rendering a service and as such it 
moves from person to person along with the commodity and comes 
to rest where it ought to. It does not affect any particular part of 
the commodity adversely. Canard compares taxation with the 
operation of capping. “After taking the blood from the vein,” he 
' says, “it is no more bloodless than any of the other veins owing to 
the oirculabion of the blood through the body.”- 

It caniiot be denied that some diffusion of taxation does take 
place. But it is trying to prove too much to say that through this 
diffusion process the burden of taxation is automatically adjusted 
according to the tax-payer’s faculty to bear the tax. If it had been 
BO sure and automatic, the finance ministers would not have been at 
pains to work at the probable effects of a tax and find, out its ulti- 
mate resting place. If the taxes wore to be diffused according to 
some unknown law they would not have tried to devise some taxes 
for the taxation of some particular class of people. Nobody serious- 
ly believes that the taxes are spread throughout the community 
otherwise how are we to explain the hue and cry raised whenever a 
tax is imposed. The tax does stick to certain persons. It is not 
like the cupping operation but like the cutting of a branch of a tree 
or a limb , of the body. 

There , are certain taxes like the poll tax, inheritance tax or in- 
come-tax.in which there is no shifting at all. There is not the least 
diffusion. The theory has only a limited application. It applies to 
indirect taxes and even in their cases there is no diffusion throughout 
the community. 

1. Quoted bv Findlav Shirras— Scionoe of Public Finance, 103G, p.' 33t). 

. ■ 2. Ibid., p. 347. ■ ' ‘ , 
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The diffusion tlieorj' assumes free and perfect competition which 
but rarely exists. There is a good deal of economic friction which 
obstructs the shifting of a tax. 

To sum up the diffusion theory is unsound in principle, -contrary 
to actual experience and belief and that it has got only a limited 
application Its only redeeming feature is that it emphasises the fact 
that the taxes do not stay where they are first imposed. But we 
cannot rely on a theory like this to distribute the tax burden in the 
community fairly and completely. 

Let us now consider the incidence of some important taxes. 

6. Commodity Tax. A tax on a commodity tends to be shifted 
forward ftom the producer to the consumer and from the consumer 
backward to the producer. A tax on production of a commodity 
tends to raise its price and will, therefore, be normally borne by the 
consumer. But a tax on consumption is likely to check consumption 
and tends to be shifted backward to the producer. But to what 
extent the tax will actually bo shifted will depend upon the factors 
governing demand for and supply of that commodity. If demand 
is inelastic which is the case with the necessaries of life, the people 
mhst buy the commodity. The producer will be in a stronger posi- / 
tion and the entire i urdeu of the tax will be shifted on to the con- 
sumer. But in case of elastic demand the people will buy less. In 
that case the price will not rise by the full amount of the tax. The 
tax will, therefore, be borne partly by the buj’ers and partly by the 
sellers. How much exactly will depend on the degree of elasticity. 
In the same manner if the supply is inelastic, as in the cose of a 
perishable commodity, the seller cannot withdraw the supply. His 
position is weak. The tax will stick to him. In case of an elastic 
supply he can shift the burden on to the consumers. “As a rule the 
consumer bears a smaller part of the tax when the demand is more 
elastic than the supply than he does when the supply is more elastic 
than the demand.” 

It is possible that the price may not rise at all. This will hap- 
pen when the consumers have been able to discover an untaxed 
supply of the commodity or satisfactory untaxed substitute. In this 
case the entire burden of the tax falls on the producer or seller. 

On the supply side, the laws of return will also exert their in- 
fluence,^ The taxing of a commodity tends to cheek its demand 
which in its turn will check production. Now if the industry is 
subject to Law of Increasing Returns, the reduced production will 
be obtained at a higher cost and in case of the Law of Diminishing 
^turM at a lower cost. In the former case the price will be higher 
than m the latter case with a corresponding burden on the con- 
sumer. “ 

Much also depends on the amount and the method of taxation. 

amaU tax no body bothers about. No producer would like to 
annoy hi8 customers for a paltry sum. He woxild cheerfully bear it 
mmself. Only when it is heavy, the shifting will take place. A tax 
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on marginal output will raise the price and not one on the surplus 
output. 

The nature of the commodity also will make a difference. A 
tax on a cotomodity like sugar gets rapidly adjusted and shifted. 
But a tax on a house cannot be so readily shifted for rent-is fixed for 
a period and during the currency of the lease nothing can be done. 

Other factors which govern the course of shifting of a commodity 
tax are whether competition is perfect and whether labour and 
capital are freely mobile. Only in case of free and unfettered com* 
petition can the tax be passed on to the oonsuraar otherwise it will 
stick to the producer. If labour and capital are freely mobile, it 
will add to the ability of the producer tj shift the burden on to the 
consumer. If, on the other hand, large fixed capital is locked up 
in the industry, the position of the producer is correspondingly 
weakened and the probability will be that the tax burden will be 
borne by him. He cannot withdraw his capital. He must continue 
in the field even when he is losing for a time. 

Thus incidence is a very complicated affair. It is a part of a 
larger problem of price determination. There are various conflicting 
influences on price. We say that a tax on commodity tends to he 
borne by the consumer. But this tendency may or may not be 
actually realised. Unless the price is affected, the consumer is not 
touched and he is touched only to the extent that price is raised by 
the imposition of a tax. 

7. Tax on Monopoly. We have said that the question of 
incidence is a part of a larger question of the theory of value. As 
value determination differs in the case of a monopoly from the value 
determination under competitive conditions, in the same manner the 
incidence of a tax on monopoly also works out differently. 

The monopoly tax may be (a) independent of the output of the 
monopolised product or it may vary with the output, i.e , increase or 
decrease with the output. 

When the tax is independent of the quantity it may either be 
a lump sum tax on the monopolists or a percentage of the monopoly 
net revenue (profit). In both theso'casea — the lump sum or percentage 
on the monopoly net profit — it will fall on the monopolist. He cannot 
shift it to the consumer. This could bo done by raising the price.' 
But he is already supposed to have fixed a price which yielded him' 
the maximum monopoly net revenue. A price higher or lower than 
this must have meant a less monopoly net profit. If it had been 
possible for him to raise the price consistent with the policy of maxi- 
mising his profit, he would have done it already . Any alteration in 
the price, thus, would be at the expense of his profit. That being 
the case he must now pay the tax out of his own profit. He will 
get the gieatest profit now after paying the tax by leaving the 
selling price unchanged and the consumer unaffected. ' 

It is possible that instead of re-calculating how he would maxi- 
mise his profit after paying the tax he may simply put up the price 
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shifting the tax to the consumer. But by so doing he may have re- 
duced Iiis monopoly profit. “Ho may prefer this to a rather greater 
profit at tile expense of a greater effort.” 

In case, however, ho has been charging less out of consideration 
for consumers’ welfare than what he could ciiarge for ma-vimising 
profit, he will, when the tax is imposed, take in the 'stack’ and to 
this extent the burden of the tax has t>een shifted to the consumers. 

Now let uB see what happens when the tax varies directly or 
inversely with the quantity of the commodity produced. In this 
case, as discussed in the previous section, elasticities of demand and 
supply and the influence of the laws of returns will have to bo taken 
into account. The tax will enter the cost of prodnetion. It will 
mean an addition t-o the cost of oieU unit produced. Tiixing of the 
commodity, therefore, raises the price which will tend to reducs the 
demand. If, however, the demand is inelastic, it cannot be appre- 
ciably reduced and the tax will he shifted to the consumer. If the 
demand is elastic, the consumers c.an make adjustments and buy 
less of the taxed cornmodity in which case the tax will partly be 
borne by the monopolist, for instead of facing a deoliuo in demand ho 
may reduce the price and decide to hear the tax himself. If the 
^pply is more elastic, tiien the producer is in a stronger position. 

demand is more clastic than the supply, the consumer 
will bear loss burden of the tax; and If supply is more elastic than 
the demand, then the producer will bear less. If the production of 
the commodity obeys the Law of Increasing Returns the reduction in 
production consequent upon the imposition of a tax will raise the 
price more than if It ere subject to the Law of Diminishing Re- 
turns. The burdeii on the consumer in the former case will be 
greater than in the latter case. 

amount of the tux increases with the increase of output 
‘l® tempted to produce more and keep ko 
the tax will entirely be on the monopo- 
the eonsiTiie;^ ' of his monopoly profit to 

nnri T ^ports and Exports. Import duties are generally, 

and almost exclusively, borne by the homo consumer The duty 
paid by the importer is added to the price that he charges from the 

SLum5r"''Srnr^"°"' ultimate? shred to 

can be shifted to til o rare cases the burden of such duties 

tv 1 ^ produccr. If our demand for the import- 

ofhis'Jofits. T^ie?ic“?ti?Sd^ma?otTr^^^^^^ 

tiS 

I CUT, nero again we can imagine a situation in which the 
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exporter is in an excoptionaliy strong position so that the duty can 
bo shifted to the foreign purchaser. For example avo may have a 
monopoly of tho supply of a commodity and the demand of the 
foreigners for our product is inelastic, whereas so many other alter- 
native markets are open to us. Tn such circumstances we can 
certainly make the foreigner pay tho export duty by raising tho 
price of tho commodity by tho amount of the duty. But such con- 
ditions are very rare and imloss they are present the export duty 
must be borne by the exporter, Dalton lays down this rule ; 
‘‘Taxes on imports and exports may, then, bo regarded as obst-aoles 
to exchange and in accordance with tho preceding theory, the direct 
money burden of any such obstacle is divided between tho two 
parties to the exchange in inverse proportion to the elasticities of 
their respective demands. In other words it is divided in direct 
proportion to tho urgencies of their respective needs, which are 
satisfied by tho exchange.”^ 

9. Taxation of Land. Tho value of land depends on two sots 
of factors ; (a) Natural factors like tho fertility of the soil, tho situa- 
tion of the land and some other natural conditions ; and (6) invest- 
ment of capital in drainage schemes, anti-erosion measures^ irriga. 
tion facilities and other measures necessary to increase and sustain 
productivity. Tho tax depending on tho first set of factors is a tax 
on economic rent and has a tendency to fall on tho owner. Ho can- 
not shift it to the tenant for economic rent is determined by factors 
independent of a land tax. Tho owner is supposed already to be 
charging rent fully measuring tho superiority of his land over the 
marginal land. But in case through ignorance, indifference or indul- 
gence he has not been charging full economic rent, he will, when tho 
tax is imposed, sharply look round and take in tho ‘slack’. To this 
extent the tax is shifted to tho tenant. 

Tho tax of this nature, i.e., the tax on economic rent, cannot bo 
passed on to the consumer for the consumer can only bo reached 
through tho price. ' \Vc know rent docs not enter into price, Tho 
raising or lowering of tho rent does not affect price. The fact that 
tho tax is paid by the occupier makes no difference. If he pays it 
in the first instance ho can deduct it when ho pays the rent to the 
owner. 

^ Tax on economic rent is thus borne by'tho owner of tho land 
and not by the tenant or the consumer of tho product. 

But vrhere tho owner can vary his investment in land, ho will 
"reduce this investment when tho tax is imposed. This will affect 
the yield ind henoo the price of the commodity. In this case, i,c., 
in the case of improvements, it is shifted to the consumer. 

Tax on building sites also tends to bo throvm on the owners of 
these sites win enjoy surplus income on account of more favonrable 
pitmtion of their sites. 

C\n fch-' hud tix he shifted to a prospective purehasor of the 


1. IS lU of Public 1943, p, 5", 
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land I No, the tendency is that it will be borne by the present 
owner. The purchaser while purchasing land will bear in mind that 
he will have to pay the tax. He will, consequently, oSer less price. 
The tax is thus capitalised or absorbed, in the lower price that the 
land will command. This will happen to the extent that future tax 
payments can be accurately forecast. But there is also a neutralis- 
ing tendency. Euture increases in land values may also be antici- 
pated and more price offered. 


10. Tax on Buildings. There are two parties in immediate 
contact with each other so far as housing is concerned, viz., the 
owner and the occupier. If the tax is imposed on the owner, he will 
try to raise the house rent and thus shift it to the occupier or tenant. 
But he cannot do anything during the currency of the lease. Further 
there may be a rent law controlling rents and forbidding the landlord 
&om raising the rents. Even if he can raise the rent, the tenant 
may shift preferring less accommodation to higher rent. In such 
cases, therefore, the incidence will be on the landlord, at any rate for 
some time. But the effect will be that building a house for letting 
it out may not remain a paying proposition. A heavy tax will cheke 
building activity and remuneration of the builder and of other people 
engaged in the trade may fall. The demand for building sites may 
decrease. If they try to sell off, the new purchaser will bear in 
mind the tax and offer corresponding!}’ less. But in course of time the 
supply of houses will fall off and the rents must rise thus shifting the 
harden, to some extent, to the tenants. Thus the tax may.fall partly 
on the owner, partly on the builder and partly on the occupier. 

If, on the other hand, the tax is imposed on the occupier, it will 
tend to stick to him. it is not easy to find a new bouse nor so con- 
venient to shift. One likes to stay on where he is. The demand for 
a house is inelastic. We must have a house. The landlord, there- 
fore, is in a much stronger position. The tax will thus stay where 
its first impact was. But if the occupier is a shop-keeper, then he 
may be aWeto shift the tax to his customers in the neighbourhood 
especially if they are poor by raising a bit the price of the commo- 
dities he sells. The poor customers must buy from the neighbouring 
shop. We must remember, however, that the development of means 
of communication and transport brings the travelliug salesman at 
our door and weaken the grip of the neighbouring store. 

We may thus conolude that the tax on buildings will fall 
generally on the occupier but under certain circumstances may be 
shifted to the owner, the bnildcr or the customer. 


11. The Inddrace of Rates. Rates are imposed by the local 
bodies ou immovable property in proportion either of the annual 
value or the capitel value of the property. Their incidence is just 
toe moidence of buildmg taxes discussed above. They will be borne 
by the oTOera, occupiers or customers (in case the property is 
med for business purposes) and the respective burden on each wiU 
depend on the economic friction and the relative bargaining strength 
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of parties, or, what comes to the same thing, on the relative elastici- 
ties of demand for and supply of the property taKed. 

As a general rule the tax on the site value will ultimately be 
borne by the owner and that on building value, or what may be 
called the beneficial rate, by the occupier or customer in case of 
business premises. Much will depend on the willingness or the ability 
of the occupier to shift to another site. The more he is willing or 
able to shift, "the greater will the tendency of the rate falling on the 
owner. In the short period, the mode of collection is also important. 
Wherever its impact is whether on the owner or the occupier, in the 
short period it will tend to stick there. 

12. Taxes on Personal Property. In case there is a general 
tax on all sorts of personal property it will be a tax on wealth. It 
will generally bo borne by the ownbrs of wealth. But if the tax is 
very heavy its incidence may be more widely spread. It may dis- 
courage saving, check the accumulation of capital or drive it abroad 
and the whole community will suffer by the diminution of production. 

A 

But some particular form of personal property may bo selected 
for taxation, e.j/,, oar, radio sot or .jo'rellery. In this case the 
incidence will bo shared according to the relative elasticities of 
demand and supply. Demand for the articles mentioned above is 
elastic. The imposition of the tax will check the demand ; and if 
there is a keen competition among the producers, they will have to 
reduce the price, or what comes to the same thing, offer to pay the 
tax. The tax in this case is shifted to the producer or the seller. 

If the property is being used for business purposes such as 
doctors’ equipment then, a heavy tax will have a tendency to be 
shifted to the customers, especially if the position of the business 
man relative to bis customers happens to be strong. 

' 13. Death Duty. In almost all advanced countries, death 

duties form an important part of tho tax system. Death duties take 
two forms : Estate Duty and Succession Duty. The estate duty is 
levied on tho total value of the estate (t.e., movable and immovable 
property) left by the deceased irrespective of the relationship of the 
successor. It is graduated with roforence to the total value of the 
property. The succession duty varies with tho relationship of the 
beneficiary to tho deceased. It is graduated on the basis of the 
windfall element which increases wi' h the distance of relationship. 
Further, it takes into consideration individual shares of the succes- 
sors and not the total value as in estate duty. In England the death 
duty is a combination of both estate duty and succession duty. In 
Germany the duty imposed also takes into consideration the property 
already held by the beneficiary. Other things being equal the rate of 
the duty will bo higher if the beneficiary already owns a large pro- 
perty. The Estate Duty Bill has also been introduced in the Dominion 
Parlianmnt in India (1948) and the charging clauses of the Bill 
generally follow the provisions of the legislation in the United 
J^gdom. 



610 


MODERN ECONOMIC THEORY 


Where is the incidence of death dntips 2 Tc • -j 

more xNo further burden can^be^ placed oJ' him If t T 
insured against such a tar thpn i- ■ Ifj however, he 

the insurwee premia In f it ® lio Paid 

the owner o”the pr?peri "ton b. “ r'' b, 

faU on the beuSarv k obviously 

property. Hfir poor bv XT f of the 

decLed. ^ oo the property of the 

excess profitelXarf alTdlrecXt 1 “*^°“®; Income-tax. super tax, 
people who pay them in the first m. borne by the 

be shifted. But a business man cannot ordinarily 

position relative to the persons he’deL ‘with Tav^h^^hT 
a part of the tax to his P7iBf.r,r«,.„ It T®’ ^We to shift 

a very popular brand mavlm tl that he is the seller of 

whom bis patients have imifiieit fafth ^ ^ popular doctor bn 

wiU be willing to pay a bKT p V !u the customers 

present and the income-tax-navAr-*^ these conditions are rarely 
burden of the tax. In the short ^nn 

the business man has no influence nn‘ that the tax on 

demand and supply. Profit dpnR..rt which is determined by 

A tax on profit, therefore cannot ^.ot vice versa. 

raising the price. In the long ran L wX^ a°h consumer by 

enterprise by reducing the anfcicii’infAri tax may check 

on elasticity of supply and altirn f -But it will depend 

available. It is ver^XcMt ® °f investLnt 

run. The probabiiit3^ is thaf! ioderlte uf will h 

repercussions. moueraie tax will have no undesirable 

courage saving, chick aTm^lufon^or'^'^^ heavy, it may dis- 
The productive capacity of the comnf^T^ it abroad, 

there will be widespread^ repercussions impaired and 

thetaxisseldomsoWy.^SSfhnT^ a heavy tax. But 
on whom It is imposed. therefore, it rests on those 

2g Tax I 

rally taxed Tder inooTeitax^^Sa i® gene- 

on income from interest. Such a tlx tax may be imposed 

capitalwt especially if the supnlv n 7 ‘ f C'‘no by the 

demand for capital is less. Butrin caL“Th ^he 
and insistent and the supply of is more urgent 

in rural part of India, the tav - l “eagre, as is the Lse 

borrower. Much depends on ^ will be shTted to the 

capital can be mS ‘^T®® °f “°hility cf cSal Tf 

orne h.v the owners ol capital. In 


IKCroBNCE OF TAXATION 


611 


case the tax is very heavy, it tp311 disconrage the accumulation of 
cnpitalto the detriment of trade, and industry in the country. In 
that case the incidence will be more widely spread among the 
consuming public. 

16. Tax on ProHts. The problem of incidence of tax on 
profits is complicated by the fact that there i.s difference of opinion 
among the economists abont the definition of profits and the elements 
that compose it. Some economists, like Professor Walker, regard 
profits as analogous to rent. In this sense profit is a surplus 
earned by the entrepreneur who is superior tcf the marginal 
entrepreneur. The price in the market is determined by the 
marginal producer. Hence just as rent does not enter into price, 
similarly profit also does not enter into price. It cannot, therefore, 
be shifted to the consumer. It will be borne by the business man 
who pays it. But we do not subscribe to this theory . Even the 
marginal entrepreneur must have some profit in the long run. 
Normal profit is, therefore, not a surplus but a part of the necessary 
cost. This, howev'er, does not lead us to the conclusion that a tax ^o 
profit will be shifted to the consumer ujiless the entrepreneur in 
able to influence the price which he rarely can. For an ordinary 
individual entrepreneur price in the market is fixed. That being so 
a tax on bis profits must come out of his own pocket, A general tax 
on profits, as a rule, is not shifted, unless the prices are rising rapidly 
and the consumers are anxious to buy. This, however, isvery rare. 

But if the tax is a special tax on profits from a particular trade 
and industry then there will bo a tendency for the entepreneurs to 
withdraw themselves from such lines. If this happens the incidence 
will ultimately be shifted to the consumers of the commodity or 
the users of the service supplied by these entrepreneurs. A great 
deal depends upon the elasticity of demand and the mobility of capital. 

A tax on profits may take the form of a licence duty. Even in 
this case it wi’l be borne by the producer. In order to re-imburse 
himself the producer may increase his output. The consumer bene- 
fits but the incidence of licence duty will fall on the producer. It is 
generally too small to make the producer try to shift it. 

17. Tax on Quasi-rent. Quasi-rent represents the return on 
a factor^ of production ' (usually durable goods) whose supply ’ is 
temporarily fixed. If a tax is imposed on this return, it will tend 
to stick at the point of its first impact, fn this it is like economic 
rent. The supply of the factors is inelastic over a short period and 
the owner cannot shift the tax by withdrawing its supply to the 
consumer of the product. But over a long period a tax on quasi- 
rent is like a tax on interest. It will tend to check investment in 
that direction. The supply of the commodity will contract and its 
price will rise so that the tax is shifted to the consumer. Thus the 
incidence of a tax on quasi-rent tends to fall on the producer in the 
long run and on the consumer in the short period, 

18. Tax on Wages. Wages are not taxed directly in modem 
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CHAPTER XLVII 

PUBUC DEBT 

^ 1. The Beginning and Growth of Public Credit. Borrowing 
bv public authority is of a recent growth. It was not known till the 
ei’cliteenth century. Whenever there was an emergency, i^ually a 
war the monarch relied on his hoarded wealth or borrowed 
own personal credit. Books on history abound in instances of tabul- 
ous hoards and accounts of loots and sacks of hoarded wealth either 
from King’s treasuries or from the temples and churches. Mahmua 
Gharnavi’s seventeen raids on India are well-known and so are the 
preditory raids of Shivaji. Shiva]i is supposed to have taken away 

fromthe'first sack of Surat Rs. 10,000,000. Athenian hoards were_ 
believed to be enormous. The private treasure of a ruler of an im- 
portant Indian .State is considered to be more than the equivalent ^ ot 
£10,000,000 and his jewels, when valued at the time of his accession 
were found to be equal to £150,000,000. It was on treasures like 
these that monarchs in every country relied for financing a war or a 
programme of public works like that of Sher Shah or Feroz Shah 
Tughlak. 

But this method of finance is out of harmony with modern wn* 
ditions. It would be out of date, inadequate and uneconomical. 
In the nineteenth century public credit replaced private credit and 
once started the growth was phenomenal. Development of trade 
and industry since the introduction of the limited liability principle* 
growth of banking and insurance companies, perfecting of fiscal 
arrangements and the evolution of a well-ordered system of -finance, 
e.g., meeting recurring expenditure out of current revenues, estab- 
libliment of a sound system of administration and justice are some of 
the factors that are responsible for the rapid growth of the system of 
public credit. An average citizen today has a sense of security and 
confidence and his willingness and ability to lend have increased. 
These constitute a solid foundation of a system of public credit. 

This system of public credit making it easy for the States to 
borrow has led to tremendous increase in the indebtedness of modem 
States. The public debt of 27 countries in 1900 was £ 6,079,000 000, in 
1913 it increased to £ 8,566,000,000, and in 1933 to £ 22,000,000,000. 
Almost the sole responsibility for the phenomenal increase lies on 
war. The net cost of the war (1914-18) was estimated at 
£42,000,000,000.^ The war of (1939-45) has been infinitely most 
costly and when final estimate of its cost comes to be written down, 
the figure will no doubt be staggering. 

2. The Benefits and the Dangers of Public Credit. The 
system-of public credit offers many advantages. In the first place, 
although cred it does not increase' capital yet it certainly makes 

1. Fiurtlnj fehirms— Science of Public Finance, 193G, p 779. 
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OK) 

(if) Foreign loins lead to a constant drain of wealth out of the 
eountry. If the money has been borrowed for unproductive pur- 
poses, the interest payments represent a dead weight which posterity 
has to carry. It is a drain, pure and simple. 

(t) 1 iiblio borrowing leads to international complications and 
instead of promoting peace, it may endanger peace. Vested interests 
are created. Public loans can well be a source of constant friction 
between the lending and the borrowing nations. 

On the whole, the advantages of public credit far outweigh 
Its di«adrantagcs. There are few things in the world which present 
onl> one side the brighter side Public borrowing has the 
darker side, but its brighter side is more prominently displayed. It 
has conferred numerous and lasting benehts on all concerned, lenders 
ana borrowers. 

0 1 Governments Raise Funds for Emergencies 

of LnSuhim financiers fof raising 

01 tunas utieii an eniergencj’ atises* ’ 

(i) The utilisation of hoarded wealth. 

(ii) The sale of Oovernment property. 

(Ill) of new taxes and raising of the rates of 

(it) The floatation of temporary’ loans. 

{v) The floatation of permanent loans. 

(1 0 The issue of inconvertible paper monev. 

jewellery or otber^ioarded '^weLth^maTL \°he^'''^ wealth although 
the ruler As for the snenn.! o personal property of 
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,«.t r.,„ ,„a ?rT£lr- “ 

Old. ' Wh^neSn'^erae^rgelc^^^^ Enhancing the Rates of the 
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enlarged. ^'‘^md and tariff list may be - 

men? to proce'ed’'in ?hc dSioJo'rtn Govern- 
popularity The taxable capacitv is after 'nM courting un- 

point beyond which people are unable te . hmitcd There is a 
themselves. If taxation^ is exeSeV''^ 

duotive capacity of the nation besides over impair the pro- 
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resistance and do not overwork their tax system. Taxes are no doubt 
increased but they soon have a resort to other methods of raising re- 
venues. To finance a modern war by means of taxation will be 
height of foliy and is sure to lead to a revolution. The home front 
will crack before long. Much reliance, therefore, cannot be placed 
on this source. 

5. Temporary Vs. Permanent Loans. Temporary Loans are 
usually raised by the sale of treasury bills or by ways-and-means 
advances from the Central Bank. As a rule they are raised in- 
ternally. The following are some of the considerations which either 
favour or necessitate short-term borrowing : — 

(а) When the prevailing rates of interest in the money 
market are abnormally high, it will be unwise for the Government 
to saddle itself with heavy interest payments for a^long time. It 
will be prudent in such cases to raise a temporary loan till the rates 
come down and time for a permanent loan is more opportune, 

(б) When the Government has to tide over a temporary diffi- 
culty, it will be unnecessary to raise a permanent loan. The cases 
in point are covering a budgetry deficit or simply bridging the gap 
between immediate expenditure and expected income, i.e,, the 
new tax revenue may not start flowing in till June or July and 
there may be a temporary shortage of funds in April and May. 
Temporary borrowing is the onlj’^ proper course in such a case. If 
the purpose is temporary, the loan cannot be permanent. 

(c) Temporary borrowing has the merit of enabling the Govern- 
ment to carry on its activities unhampered and avoid the incon- 
yenience of raising a permanent loan. 

(d) The issue of temporary loans is welcome to the money 
market. Treasury Bills are the safest and the most profitable invest- 
ment for the banks, and they constitute an' ideal outlet for their 
surplus funds. 

But as against this, temporary loans have some drawbacks : — 

(a) When the Government enters the money market for raising 
temporary loans, the funds of the banks are diverted from trade and 
industry to the Government treasury. Trade and industry are conse- 
quently starved. Even the bank deposits decline. This competi- 
tion from the Government in the money market beyond a limit may 
have very adverse economic effects. 

(b) Existence of a large floating debt may prove to be a 
source of embarrassment to the Government. It may shake public 
confidence in the financial stability of the State and may produce 
unhealthy repercussions. When a big temporary loan matures, the 
Government finances may be subjected to severe and unbearable 
strain. 

(c) It is generally seen that when one temporary loan matures, 
another is iasued to repay the first. Temporary loan, therefore, in 
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fact Eccomes a jvernianont one. Tho fnnds of the money marhet are 
indefinitely locked up to the dclrimcnt of commercs and io- 

dustry. .... . ' 

(d) The exudonco ofn large flofttina debt ha^ dangerous poten- 
tinlitiesfortho futitro whena real emergency uri^a. For example 
vrhen war I)rc.ik;! out, tin* CJovornment will at onc>' ti'-ed large funds 
but if it is already indebto 1 and has r.a!scd loans to the very hilt, 
the prospects of rnfeing new funds will he gloomy indeed. 

(c) .Another danger inherent in temporary loans is that it gene- 
tally leads to infiation. When tlio loan matures, the .Government 
may just print notes to repay the debt. Ttves dangers of inflation ftr« 
only too well known to iho present generation in India. Wo shall 
di.sctiss these dangers presently. 

(f) There is no legislative control over t'-mporary borrowing 
and there is not ranch publicity. It is c.arnerl tbrouch by purely 
e.xccutivo action. The danger of ovor-borrosving. then-fore, is s real 
danger. Over-borrowing may lotid to e.xtrarngance, 

PennanenI horroicinj has tnorils and domerit-a of its orra. In 
favour of a permanent loan wo can say that, 

(a) It is profitable when the interosl rales prevailing are low. 
Such conditions are really favourable for the launching ofsorno publia 
works programme for tbe capital charges will he low. 

(b) A long-period loan does not embarrass the Gorermaent. 
Timely arrangements can bo rondo for its repayment. 

(c) Government bonds are n very good inve-stnaent. They 
provide a remunerative outlet for the trust founds, funds of the bank? 
and of inaurancQ companies. There is no doubt that savins: is stinm- 
lated and the nation is enabled to ncciimulatc large capital, 

(d) It abo satisfies our sense of equity to think that tho future 
generation which is certainly going to benefit by public works like 
irrigation and railways and may also benefit from tho .spoils of the 
war, must also bo made to bear a duo burden. This can only be 
done if these ventures are financed by means of long-term loans. 

(e) Long-term loans arc a vcritnblo necessity for tho prosecuting 
of a modern war or forrepairing the destniction wrought by it. Tho 
restoration of the ruined areas to their normal condition must re- 
quire funds too largo to be raised by taxes. Such a huge burden 
cannot be placed on tho finances of a few years. It must be spread 
over a long period to make it bearable. This can only bo done by 
resorting to a long-term loan. 

(p taken for productive purposes creat-o national wealth 
out of which both tho prinoiplo and interest can bo met and still the 
sources of wealth like canals and railways remain in the country and 
augment national wealth in tho future. Long-term loans are thus 
very profitable. . 

•ir. ' long-term loans give the citizens a permanent interest 

ne estate. They arouse civic consciousness and nurture the 
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sentiment of patriotism, for a very direct relation is established 
between the citizen and the State through public borrowing. 

Long-term or permanent borrowing is, however, not free from 
objections. Some of which are as under ; — 

{a) It is undesirable to raise a long-term loan when the rates of 
interest are ruling high. To issue a^ long-term loan at such a time 
will certainly be objectionable from the public point of view. 

(6) It is also not quite fair that we make posterity suffer for our 
mistakes. Why should the future generations of Germany be 
punished for the blunders that Hitler committed. In tho same manner, 
through miscalculations a big public works programme may be 
miscarried and posterity may be saddled with a losing concern. 

(c) As compared with taxes, it is so easy for the Government to 
get money by raising loans. Taxation is not popular. People will 
not let the Government easily tax them and waste public money. 
But the Government can further an unpopular cause or prosecute a 
doubtful venture by loans. This is a dangerous weapon in tho hands 
of the Government and it has an undemocratic flavour. Wars would 
come to an end if they come to be financed by taxes alone. 

(d) A large public debt acts without doubt as a drag on trade 
' and industry. Large interest payments necessitate heavier taxation. 

Excessive taxation must hamper economic progress. Industry will 
be subjected to a great strain. 

In spite of these objections there seems to be no escape from 
borrowing. Every Government borrows and must borrow. Political 
exigencies are such. 

Long-dated loans can be internal or external, i.e., they may be 
raised from the inhabitants of the country or taken from a foreign 
Government. In the case of an external loan, the interest payment 
means a regular drain of wealth out of the country. It may have 
very undesirable consequences, e.g., loss of political independence. 
On the posterity it means a real burden if the loan was taken not 
for productive purposes but for prosecuting a war. 

6. Can a Nation Borrow Without a Limit 1 Obviously not. 
it is just like the case of an individual. Debts after all have to bo 
repaid. A State, therefore, cannot borrow without any regard for 
its paying capacity. The State can borrow in different forms and 
in each case there is a limit beyond which it cannot go consistent 
with its own safety. Let us consider these forms of borrowing and 
the limit in each case, 

(a) Issue of Paper Money. It is called a forced loan. Now, it 
is admitted that inflation is a very dangerous weapon ; we are soon 
caught in a spiral of rising prices. If carried to an excessive limit, 
the paper money will become worthless and tho entire economic life 
in the country will be paralysed. This is what happened in Germany 
in the war (1914-18). There is a limit beyond which notes cannot 
be printed, the limit will bo indicated by the rising prices. ■ 
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{l>] Exlcnml Loan. In this case horroK-ing depends on financial 
stability and credit of the country. Eew countries have unlimited 
national credit. .The budget of each countrj’ can give some idea 
beyond which no nation can expect to borrow from abroad. The 
foreign Government will be guided by the tax-bearing capacity of the 
citizens of the borrowing State and the per cupifri income in the 
countrj’. No foreign Government will lend without a limit. 


(c) Internal Borrowing. Here again there is a limit beyond 
which borrowing is not possible. The maximum limit is indicated' 
by the physical saving po3.9ible. Theorotica!l 3 ' it ra:i\' be said that 
the Government can borrow all what the people can .s.ivc. Actualli' 
this would seldom happen unless, of course, the State is passing 
through a life and death struggle, that i.s when it is fighting for its 
verj- existence. But if Government horrow.s all wl»at the people save, 
nothing is left for the finance of trade and indn.stry. A continuous 
flow of new capital is needed not merely to maintain tho existing 
capital intact but to create new capital, not merely to run the indue- 
try efficiently but progressively. If tho Government stops this flow or 
reduces it to a mere trickle, trade and industry will imdonbtedU* be 
hampered. We can, therefore, say that normally a State can borrow 
only the surplus funds, i.e., funds over and above thoso normally 
required by trade and industry. 

We thus come to the conclusion that whether a State borrows 
from abroad or from inside the country or merel_v issues paper 
ruoney, in each case there is a limit and that limit cannot be crossed 
cither without endangering the safotj' of tho State or impairing the 
production capacity of the nation. 


7. Inflation as a Means of Raising Public Funds- A modern 
war has become so costlj' that it has become impossible for a country 
to wage it without having a resort to the printing press. Loans and 
prove adequate. In the later stages of the war 
(I9I4-I8), Germany almost ' exclusively relied on this source and it 
proved^ her undoing. ^ In the recent war again, all ^belligerent 
cotmtries had to tap this source, somo more and others less. Even 
m England and America there was a considerable increase in noto- 
India it had assumed dangerous dimensions and evoked 
^mted protest from 20 top Indian economists. Betireeu 
March 1943 the note-issue in India increased by 
/o- thus note-issue as a means of raising funds for emergencies 
bas come to occupy a definite place in public finance. 

But it is admittedly the worst means and one that is frauglit 
eponnm^n°'^ff place to disouss the adverse 
emnlinoi over-issue of paper ourrenev. But we may 

efffcfc^n inflation or over-issue of notes has got an unsettling 
foreign V“' international trade by upsetting 

element nf .engenders speculation and imports an 

‘insiness relations. Thus it cuts the 

malinrrLi ® on the possibility of 

g reasonable forecasts. In the words of Dalton, •' Doped^ by 
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artificial prosperity, they (business men) become first light-hearted 
and then light-headed, miscalculate prospects, misdirect resources, 
and launch enterprises which are economically unsound. The mere 
cessation, sometimes even mere slackening in the rate of inflation, 
is enough, without any positive deflation, to break the illusion, to 
destroy business confidence, to disappoint anticipation of demand,’ 

^ and to put out of action sometimes, for considerable periods, a large 
"■ part of the productive power which these business men control.” The 
steep rise in prices which follows in the wake of over-expansion of 
currency causes incalculable hardship to some members of the 
community. It hits hardest the poor consumer, the fixed inoomist 
and the wage-earner. The debtor-creditor relations are also upset. 
The net result of inflation is to bring undue gains to some and 
undeserved losses to many. “ It is a paradise for speculators and 
profiteers who are enriched through no effort of their own, partly at 
the expense of wage- earners (prices go up by the lift but wages by 
the stairs) but still -more at the expense of those with fixed 
incomes.”^ 

The people’s confidence in the stability of the State is rudely 
shaken. There is a flight from currency and this may ultimately 
have dire consequences. The government is caught in a vicious 
circle to come out of which is no easy task. Every extra issue of 
'.i notes raises prices ; the government must find more money, there- 
fore, to make its purchases. This leads to more issue of notes and so 
on. It is a very slippery road and government inflating its currency 
is heading for an economic and political disaster. 

But apart from these dangerous reactions of inflation, the fin- 
ancial pundits have denounced it violently as being opposed to sound 
canons of finance. It has been called a forced loan and also free of 
interest, for the government by issuing notes equips itself with pur- 
chasing power at the same time diminishing the purchasing power 
of the people. If I have a 100-rupee note and the government 
doubles the note issue, the prices, according to the quantity theory 
of money, will double and my 100-rupee note will be able to buy 
goods worth Rs. 50 only. There is no diminution in the amount of 
money that I have but its purchasing power has gone down and 
money has no other use except to help to buy goo Is and services. It 
simply comes to this that the people are forced to place at the dis- 
^ posal of the government goods and services which they could have 
purchased and this without their knowing it. It is not only forced 
loan but a concealed loan. It is the waving of the magic wan.i . 
Prof. C. N. 'i^akil calls it robbery. 

The most fundamental objection to this mode of raising money 
is that it violates the canon of equity or equality. When prices rise 
all rich and poor pay high prices and they all buy at the same price. 
If the price of sugar rises from i as. a seer to 8 as. a seer, the poor 
mau pays double the price along with the rich. But the rich car. 
afford, the poor cannot. Inflation may be compared to proportional 


1. Thomas, S, E. — Elements of Economics, 1936, p. 671 
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tnTdtion. It pays little hoed to capacity to hear. In its effects, 
ihcTcfore, it isTogrcs=\vc. The poorer sections of the community 
are compelled to mahe a larger contribution to State finances and 
they are the people who can affoid to pay the least. This is sheer 
injustice. Wealth is redistributed in favour of the already rich. 

Thus inflation is politically dangerous, economically disastrous 
and morally indefensible. Had it not been for the dire need in which 
the States sometimes find themselves in, this method of raising funds 
perhaps would never have been resorted to. It accentuates inequa- 
lities of wealth distribution ; it paralyses the machinery of wealth 
production and even as a source of revenue it soon gets dried up. 

8. Classification of Public Debt. According to Eindlay 
Shirras public debt may ho classified as under ; — 

(1) According to the period or duration of the loan. On this basis 
the debt may bo permanent or irredeemable and redeemable debt, 
or short-term and long-term debt. In this connection a distinction 
is usually made between funded debt, unfunded debt and floating 
debt. 

Funded debt. It is a debt which is payable at some distant date 
after due notice and in accordance with the terms announced at the 
time of floating the loan. The term is usually applied in the sense 
of permanent debt, i.e , when the lender has no claim for repayment 
of the principal. 

Unfunded debt. It consisls of loans which are repayable on a 
definite date. 

But as the time for repaym nt draws nearer the long-term loan 
becomes a short-term one ami as Dalton puts it, “ Like a boat which 
securely beached on the shore, it is sooner or later floated off on the 
rising tide of the time.” 

Floating debt. It is the term usually applied to loans payable 
within a year such ns Treasury Bdls and Ways and Cleans Advances 
from the Central Bank. 


(2) According to the method of Jloatahon. On this basis the loans 
may be voluntary or compulsory. In modern times all loans are 
voluntary. There are no forced or compulsory loans 


(3) According to the place of floatation. The loan may be internal 
when It IS subscribed to by persons and individuals living under the 
government raising the loan. Or the loan may be an eltemel loan 
when It 1 = subsonhed to by persons and individuals living abroad. The 

external loan may be changed into an mternalloan wh^en nationals 

market. Daring the recent 
been able to wipe off its 

external debt by means of repatriation schemes. The net^result has 

been that the government has increased her internal indebtedness 



PUBLIC DEBT 


623 


and with the money so raised external loans have been paid off. 
This is really the changing of the external loan into an internal one. 

The effect of an internal loan is merely to redistribute wealth 
within the. community at the time of raising the loan and the repay- 
ment of the principal and interest. But when an external loan is 
raised the wealth is first transferred from the lending to the borrow- 
ing country, and at the^time of repayment it is transferred from the 
borrowing to the lending country. 

(4) According to the purpose fot which a loan is contracted. The 
debt is productive if it is taken to finance some productive schemes 
like railways and irrigation. It is unproductive or dead- weight debt 
when it is not covered by any assets yielding revenue. A war debt 
may be called unproductive or dead-Weight debt. 

^ 9. Debt Redemption or Repayment. Modern Governments 
make it a point of honour to repay their debts. Debt repayment 
maintains and Strengthens the national credit, so that if a national 
emergency arises later it will be easy to raise funds ; the State 
finances will not be down pressed under a heavy debt service. It 
will also release funds for trade and industry. A civilised State must 
honour its obligations. Hence all States m iko adequate arrange- 
ments for the repayment of interest and the principal. 

The following are some of the methods adopted : — 

(1) The utilisation of surplus revenue. This is an old method but 
badly out of tune with modern conditions. Budget surplus is not 
a common phenomenon. Even when there is a surplus it is so insigni- 
ficant that it cannot be used for making any material reduction in 
public debt. 

(2) Purchases of government stock in the market. The govern 
ment may buy its own stock in the market thus wiping off its obliga- 
tion to that extent. It may be done by the application of surplus re» 
venues or by borrowing at low rates' if the conditions are favourable. 

(3) Terminable annuities. When it is intended completely to 
wipe off a permanent debt, it may be arranged to pay the^creditors 
a certain fixed amount for a number of years. These annual pay- 
ments are called annuities. It will appear that during the time these 
annuities are being paid there will be much greater strain on the 
government finances than when only interest had to be paid. 

(4) Conversion. This is a method for reducing the burden of 
the debt. A government may have borrowed when the rate of inte- 
rest was high. Now if the rate of interest falls it can convert a high- 
rated loan into a low-rated one in this manner. The government 
gives notice to the creditors that they should either agree to reduce 
the interest rate for future payments or it will exercise its option of 
repaying the loan. In case the bondholders do not accept the lower 
rate, then the government will raise a new loan at lower rate of interest 
and with the proceeds pay off the old debt. The effect is to convert 
a high-rated loan into a low-rated one. The financial burden is con- 
sequently reduced. 



C24 


MODERN ECONOMIC THEORY 


(5) SM.ing Fund, This is the most important molhod. A 
fund is created for tho ropayment of every loan, by soiling asido a 
certain amount every year out of tire current revenue. Tho sum to 
be bet aside is so calculated that over a cert lin period, the total Bam 
accumulated together rrilh interoH thereon is enough to pay off the 
loan. 

Apart from these normal methods of debt reduction, aome nn* 
orthodox or rcvolution.ary fchemes for debt reduction have abo been 
put forward. They include r — 

(a) DM Urpudialion. A government may refuse to rccogniss 
obligations incurred by n former government. Unless tbo govern- 
ment conics into poivir ns the outcome of a revolution, such a 
re\olutionary projw.sal will not be fcriously put forward by any Han** 
jKilitician. It is usual for the governments to honour the commit- 
ments of the predeccs,sors. 

(b) Compuhory Jlcdvciion of In'frM. This looks less offensive 
especially if tho condiliona have »o changed tus to make the high 
rates onerous. But it do''s not look nice for a riviliicd govommeat 
to violate the sanctity of tho contract, A democratic gnvornmoaV 
will not lightly do it. 


(c) Steep Taxation of Uijlur Incom'/i. Wo have nlread\ said 
that excessive taxation may have very adverse effects on trade and 
industry. It may dry up savings— a source of new capital. Indus- 
trial plant has to be renovatc<l and reconditioned. Timely ivpsirs 
and rcplacoinents are c’®entinl if it i.*! to bo kept in proper trim. On- 
less this is done p*'C)grc';s of industry Is sure to bo hampen'd. It b 
vety necessary, tberefore, in the interest of the business prosperity 
oi the comrnunity, that no finaiKi.al measure should bo taken which 
15 ralculatcd to check tho flow of capital and business abilitl'. Al- 
ready the level of taxation has reached a high pitch. To make it 
still more steep will be to encroach upon the supplv of capital essen- 
tial for the maintenance and pnxwcss of trade aud industry. 

C'upita/ Levy. The advocates of tho lew propose that there 
nnrnnt t redemption levy', called' capital low, for the 

purpose of reducing tbo war debt. A law would be passed by which 

of wealth would be 

note heir 0°“® *0 life Ogam next morning as tbo fortu- 

ranLm »%?, her own property on payment of an appropriate 
3 warmitiqiL‘'°^°''‘’ much favour just when the first 

able to the low J ^ over. The p-syohological conditions favour- 
siasm of the "" tho war recoded, the enthu- 

earriivl i ^ <juite practicable but it cannot be 

National Debt and assent. The Colwyn Committee on 

sion that "even if there were 1923 came to the conohi- 

receivedthe relief from dehf °f “ ®^pRal levy being well 
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Several objeotions have been advanced against the^^ 
a capital levy : — 

In the first place, it is pointed out that it will damage bb^_^ 
capital and credit. Trade and industry must inevitably suffer. This 
sort of confiscation is bound to shake public morality and check the 
flow of capital into industry. 

In the second place, it proposes to penalise the thrifty. Those 
who have been extravagant cannot be touched by the State. They 
go scot free. The shadow of the levy must frighten away capital and 
discourage saving. “It would be a case of burning your house to 
roast your pig.” 

Thirdly, the capital levy is bound to depress trade, bring down 
prices and wages and cripple the borrowing powers of the business 
men. 

Finally, there are bound to be administrative difi&culties involved 
in a measure of such a nature. 


In favour oftliA capital levy it was pointed out («) that by reliev- 
ing the exchequer of heavy burden of the debt charges, funds would 
be released for social services. The conditions of the masses can be 
vastly improved. This is not now possible for a big slice of the tax 
revenue is eaten up by the stock holder. 

(6) That it would equalise the sacrifices made in the war by the 
rich and the poor. During a war, the rich remain at home 
whereas the poor join the army and suffer untold privations at the 
front. 


(c) That it would be in conformity with the canon of equity. 
Those who are able to pay, will be made to pay . 

id) That it is much better to out short the agony and pay off 
the debt at one stroke rather than go on paying for 200 years. 

(e) That a’ capital levy is no more unjust than high taxation. 
Both belong to the same category. Both can be condemned as 
immoral and confiscatory. There is nothing immoral in the levy. 
Morality is only a relative term. 

In face of such conflicting arguments, it is not so easy to give a 
verdict. Opinion is bound to remain divided on an issue like this. 
Our own opinion is that a capital levy is beyond the sphere of prac- 
tical finance ; there are really no short-cuts to debt redemption. 

10. Burden of Public Debt. In order to assess the burden of 
public debt we shall have to consider the nature and the purpose of 
the public debt. If the debt is taken for productive purposes, e.gr,, for 
irrigation and railways, It will have no burden but confer a benefit 
provided the scheme has been suceessfully executed. But if the debt 
is unproductive it will impose both money burden and real burden 
on the community and the measure of the burden will depend on 
whether the debt is.internal or external. 

The internal debt involves a aeries of transfers of wealth within 
the community. For example when the loan is raised, money is 
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^ferred from the lenders to the gorernment, and the government 
(/Hen makes payments to contractors, government servants or to 
those people from whom it buj's goods and services. Money is 
thus transferred from some sections of the community to other 
sections. In this case there is obviously no direct money burden of 
the debt. ‘ , ■ 

But there will be a direct real burden {i.c., sacrifice, hardship or 
loss of economic welfare) on the community depending on the nature 
of these transfers of wealth. If by these transfers wealth domes to 
be more evenly distributed, i.e., wealth is transferred from the rich 
to the poor, then instead of being burdensome the public debt will 
bo considered beneficial. If, on the other hand, the public debt 
enriches the rich at the expense of the poor, it imposes a real 
burden. 


Let US analyse carefully the nature of the transfer. In order to 
repay the interest and the principal of the debt, the government 
must levy taxes. The tax-payers pay and the bondholders receive. 
The bondholders arc without exception rich people. But the tax 
burden does not exclusively fall on the rich unless it is very sharply 
progressive which is seldom the case. The tax ■ burden falls on the 
rich and the poor both and in case of indirect taxes, it may be more 
on the poor than on the rich. The net result is that the wealth is 
transferred from the poor to the rich. Thii means a net loss of 
economic welfare. 


This burden is accentuated by the fact that the transfer is 
from the young to the old (the bondholders, the creditors of the 
government a,re generally advanced in age) and from the active 
to the passive members of the community. "Here,” says Dr, 
Dalton, if nowhere else in the sphere of public finance, the 
voice of equity rings loud and clear. There is also a general pre- 
sumption, on grounds of production (besides on grounds of distri- 
bution) against the ennchment of the passive at the expense of the 
J risk-taking are penalised for 

K i wealth.”^ Thus internal debt has adverse 

distribution of wealth. This 

duotton,'“The"pScS®^ iTkeW 

"^^••^duced. Kthe repafmei'Tdeb? 
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the opposite direction. The amount of money paid by the debtor 
country towards interest and the principal is the measure of the 
direct money burden on the community. But if we want to know 
the direct real burden (i.c., loss of economic welfare) we shall have 
to consider the proportions in which the rich and the poor conribute 
in order to make these payments. The government will raise the 
requited money by taxes. If the taxes fall largely on the rich, then 
the direct teal burden will be less than it would be if the incidence 
is largely on the poor. The payment that we make to the foreign 
creditor gives him a control over our goods and services. He does 
not take away our money ; it is of no use to him. He buys with that 
money goods in our country. An external loan thus sets up a 
drain of goods from our country. In the absence of debt payments 
these goods would have been enjoyed by ourselves. This means a 
diminution of an economic welfare and hence a direct real burden. 

The indirect burden of the foreign debt lies in the check to 
production of wealth iu the country. Taxes imposed in order to 
raise funds for debt payments may reduce willingness and ability to 
work and .to save. The debt payments made by the government 
will reduce public expenditure in the directions which would have 
stimulated productions. Hence production may be checked. 

Tt is sometimes said that debt payments to foreign countries 
stimulate production and create more employment. International 
payments can be made only by exporting goods. Bor this purpose 
a country must produce more. Thus production is stimulated but 
only in certain directions. There is no general increase in produc- 
tion and employment, Bactors of production are limited. If they 
are needed in the export industries, they will have to be withdrawn 
from other industries which must consequently shrink. Thus there 
is only a diversion of resources and no net increase in production 
and employment. 

11, Indian Public Debt. India occupies quite a happy position 
so far as her public debt 'is concerned. The hulk of her debt is 
invested in solid and lucrative assets like railways and irrigation 
works or is lent out to Indian Provinces and States. 

Indian public debt bas also been on the increase. In 1792 it 
was only £7 million. The wars waged by the East India Company ' 
made additions to it and on the eve of Mutiny of 1857 it stood , at 
£60 million. On account of the Mutiny it rose to £100 million in 
1860. Since then there has been a steady increase in our productive 
debt. In 1900 our total debt was £200 million of which £50 
million was unproductive. By 1914^ the unproductive debt was 
reduced to a small figure of Bs. 3 crores. But the Great War. {1914- 
18) meant a great increase in unproductive debt which in- 1924 rose 
to Es, 258 crores and the productive debt at this time was Es, 700 ' 
crores.^ . , > ^ 

I, Sea our Indian Economics, 1946, p. 643. 
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Till 1939 a very large portion of our public debt woa external. 
We know that external debt ia a dead weight on the country whereas 
internal debt involves merely a redistribution of wealth within the 
community. This is a less commendable aspect of our public debt. 
The extent of our foreign obligations was estimated in 1934 at £612 
million.^ It was estimated that Rs. 16 crores went out of the 
country every year in interest payments. 

But it is very gratifjung to note that our sterling obligations 
have now been wiped out on account of the financial transaction with 
His Majesty’s Government during the recent War (1939-1945). The 
following figures show the change : — 

March 31, 1938. March 31, 1946 


Sterling Loans and Railway Annuities Rs. 445 crores Rs. 39 crores. 
Rupee Loans and Treasury Bills ...Rs. 484 „ 1671 „ 

Unfunded Debt (Cash Certificates, Pro- 
vident Funds, Savings’ Bank Deposits) 

Rs. 229 „ 320 


Rs. 1168 „ 1930 


During the war India had a markedly favourable balance of 
teade. She had to recover a portion of her defence expenditure fr )m 
His Majesty’s Government. She had to incur lot of expenditure on 
behalf of the Allies. The net result of nil this was that a huge 
amount of sterling accumulated in England to her credit. A part of 
the accumulation was utilised for redemption and repatriation of 
sterling brdances on March 31, 1946, stood 


About 90% of the Indian debt is funded or permanent. The 
floating debt largely consists of the Treasurv Bills issued by the 
bovemment which in 1940-41 amounted to Rs' 39-30 crores. 

Till recently the Finance Department had no deliberate and 
plan of debt redemption. The credit of having introduc- 
e be first systematic scheme of debt redemption belongs to Sir Basil 
^lactet ^o was Finance Member in the Viceroy’s Executive Council 
r proposed to set aside every year Rs. 4 crores plus 180th 
+1 * ^ excess of debt outstanding at the end of each year over 

S 1^23. The scheme had,' however, 

uspended in 1933-34 when owing to loss of income due to 

anv mnf ™ competition, the railways ceased making 
redeSon’^tn'" ^ revenue. The provision for debt 

nostal^asTi on payment of postal savings and 

of 'f^as placed on the^inflow 

tions T?iif these very sources for meeting these obliga- 
Bee that ou^^^u been made now since 1930. We 

Boientifio. ^ redemption arrangements are far from being 

t- Sea India Analysed, Vol II, p. si, 
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12. War Finance. How should the war be financed ? No 
dogmatic and simple answer can be given to such a question. Much 
depends on the total cost of the war, the duration of the war, the 
conditions in the money market and above all the psychological or 
political conditions, A course dictated under one set of conditions 
may have to be deviated from under another. 

We may refer here to an old controversy : should war bo 
financed by taxes or loans 1 

There are economists who have advocated the all-tax methoi 
and others who have advocated the all-loan method, ilioardo was 
an uncompromising exponent of the ali-tax method. Ho was opposed 
to borrowing for war purposes, for it created a permanent deficit 
and made a heavy inroad into capital. The ill-tax method is also 
adrocated to bring home to the present generation what a war 
means, so that ‘ its bellicose propensity receives a wholesome check. 
“The expenses of a war,” said Gladstone, “are the moral checks 
which it has pleased the Almighty to impose upon'the ambition and 
the lust of conquest that are inherent in so many nations,”^ 

The all-tax method is advocated on the ground that it would 
keep the war expenditure at the minimum level. The duration of 
the war, too, would be cut down to the minimum. It would rule out 
the possibility of inflation which is a necessary accompaniment of a 
modern war and which creates a host of problems causing a severe 
headache in the post- w«r era. This metho.l will enforce vigorous 
economy in private consumption and this is what ought to be It 
will make war an affair of the present generation and make it rightly 
suffer for its own mistakes. 

But as against this view it is pointed out that no tax system 
can bear the tremendous strain of a modern war. Heavy taxation 
would reduce capital and adversely nffoct production. Heavy taxa- 
tion may overstrain the loyalty of the influential upper classes. It 
may encourage the fifth column activities. The homo front would 
thus crack. This the statesmen are anxious to avoid at all cost. 

Loans, on the other hand, are more popular. The government 
can avoid unpopularity and damping of the enthusiasm of the people. 
No odium attaches to borrowing as it does to a tax proposal. The 
subscriber to a loan knows that ho will receive more in interest than 
he shall have to pay in the form of taxation as his contribution 
towards interest payment. He may even stint himself of the neoea- 
saiies of life and work very hard and earn more in order to buy war 
bonds. This is bound to stimulate the war effort. Heavy taxation 
may impede production by oncroacbirg on capital required by trade 
and industry. But the loans may stimulate production. The lenders 
will lend only the surplus over and above their own needs. Thus 
the industry does not suffer. The proceeds of the loan will be spent 
by the government in buying goods and services, fins will give a 
fillip to trade and industry, 

! . Quoted by Kindtoy Sturms — Science ot Public P'liianco, IDJti p. 090 
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replacement and renovation of industrial equipment so that the' 
future generation may be saddled with obsolete and inefficient plant. 
A check to saving and accumulation of capital in the present 
generation, which heavy taxation always involves, is bound to 
affect production in the future adversely. Thus the stock argument 
of those who advocate the financing of war by taxes so that only 
the present generation may bo ponxlised does not contain the 
whole truth. 

In the same manner, it is not necessary that borrowing should 
shift the burden of war on the future generation. When people in 
the present generation subscribe to the war loan, they have to curtail 
their present consumption and hence suffer. The war loans, too, 
draw off capital from trade and industry and to the extent, that the 
present productive capacity suffers thereby, the burden is on the 
present generation. 

But there is no doubt tliat the floating of loans does render 
some relief to the present generation which would have to bear the 
brunt of heavy taxation otherwise. 

In order to see to what extent the loan shifts the burden to the 
future generation wo shall, have to consider whether the loan is a 
short-term loan or a long-term one and also whether if, is an internal 
loan or external loan. 

If the duration of the loan is 20-30 years then it is extinguished 
in the present generation. Future generation is not at all touched. 
Only in the case of a very long-term loan, the future generation may 
be supposed to boar the burden of intoro.st payments. 

If the case of an internal loan it is very doubtful if the burden 
is on the future generation as a whole. No doubt interest and 
principal will have to be paid in the future and the people will have 
to bo taxed. The tax-payers of the future have to boar the burden. 
But who receive the interest payments ? The sons of the present 
stock-holders. It simply moans that wealth is transferred from 
some sections in the future generation (i.c., the tax-payers) to some 
other sections in the future generation (i.c., tho bond-holders). If the 
future generation pays, the future generation also receives. How oan 
we say that the future generation bears the burden of a loan ? It is 
certainly not tho case if the loan is an internal one. 

But if the loan is an external one,. the future generation does 
bear the burden of interest payments and the repayments of tho 
principal. Wealth is transferred from tho debtor country to the 
creditor country. There is a positive drain of wealth at the expense 
of posterity. This burden is light during the war and in the immediate 
post-war years when business is brisk, prices are high and there is 
no unemployment. But when the inevitable depression comes tho 
burden is increased manifold. 

We may thus sum up : To the extent the war is financed by 
the issue of paper money tho burden is on the present generation. 
In so far as it is financed by taxation, tiio present generation suffers 
prinoipally but the -future generation may not escape the adverse 
effects of heavy taxation. Similarly, though loans have a tendency 
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to shift the burden on the future generation, the present generation 

may also be affected by the Government borrowing. If the loams 

a short-term one, the future generation is not touched. But even m 
the cise of a long-term internal loan, posterity pays posterity and 
posterity does not suffer as a 'whole. Only in the case of an external 
loan the burden of the war is shifted to posterity. It is only in this 
way that we can make posterity pay for the war that we perhaps 
provoked and fought. 

14. Deficit Budgeting. Yearly budgets are the rule those 
days. But it looks so arbitrary. Wliy should any sanctity attach 
to a period of twelve months ? Is it expected that just as the earth 
complete" its revolution round the sun in a 3mar and the new cycle 
of the seasons starts, in the some manner all financial operations are 
nicely rounded off and wound up exactly in a year ? This is not 
possible. The capital productive expenditure incurred by the 
governments will take same jears to come to fruition. At first 
there is a phase of mounting expenditure and there must be deficit 
budgets ; then come a series of surpluses ; but it would be VTong 
to attribute tliem to those particular years. The seeds were obviously 
Eoivn some j’ears back. It is clear therefore that instead of taking 
one year’s period as a basis for budgeting, we should take a 
period of 3-5 years’ for balancing the budget". In the meantime 
there can well be deficit budgets. 

In national financing, as distinguished from individual financing, 
surplus budgeting i" not considered a virtue. If a countrj’ is in the 
throes of depressions, lot of public expenditure will be required ta 
lift it. If a country is fighting a war or a natural calamity like a 
big earthquake or widespread unpievented floods, a big respousi- 
hility rests on the government. Due discharge of this responsibility 
means huge expense It is not the time to count costs; nice financial 
calculations are thrown over board. The government has to face 
deficit budgets and there is nothing wrong about them. The expert 
financial opinion has been veering round the view that the best 
budget is that wbioh shows a little deficit rather than one which 
shows a big surplus. The former means that taxation has been 
reduced to the minimum and no niggardliness has been shown in 
appropriating funds for important national purposes. The latter, 
on the other hand, may mean that the government has been raisin'^ 
large revenue by high taxation but has been stingy in spending it. 

It niust, however, be emphasised that the tendenev to deficit 
budgeting must be discouraged during periods of inflation. Surplus 
budgeting is regarded as one of the anti-inflationary measures. 
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CHAPTEB XLVIll 
ECONOMIC RECONSTRUCTION 
Tne Existing Economic System-— Capitalism. 

1. Outstanding Features of Capitalism^ Before we can think 
of any alternative plan of reconstructing the economic order, it is 
essential that we thoroughly understand the implications and the 
working of tlio existing economic system which is known as Capital- 
istic economy, capitalism or capitalistic system. 

The distinguishing features of capitalism, as we have already 
seen, are (1) private ownership of the instruments of production}^ 
(2) their management exclusively for personal (3) freedom of*- 

enterprise and contract ; (4) class conflict ; Labour Vs. Capital ; 
and (5) control going with risk. 

Under the prevailing system nearly all farms, factories and other 
means of production are the property of private individuals and 
firms, and their unfettered freedom to use them or not to use "them 
with a view to their own profit is recognised. The desire for profit 
is the sole consideration with the property owners when they deal 
with their property in' any manner. Everybody is free to take up 
any line of production he likes and be is free to enter into contracts 
with other fellow citizens for his profit. Although all modern States 
do impose certain restrictions in the interest of general welfare, yet 
even these restrictions leave a very wide latitude for the propertied 
classes to use their property in any manner they like, to start any 
business that they think most profitable to themselves and to enter 
into all contracts they think necessary to advance their interests. 
Webb’s definition of capitalism brings out the necessary implications 
of the system. They define it thus : “ By the term capitalism or 
the capitalistic system or as we prefer the capitalist civilisation, we 
mean the particular stage in the development of industry and legal 
institutions in which the bulk of the workers find themselve? divorc- 
ed from the ownership of the instruments of production in such a 
way ns to pass into the position of wage-earners whose subsistence, 
security and personal freedom seem dependent on the will of a rela- 
tively small proportion of the nation ; liamely those who own and 
through their legal 'ownership, control the organisation of the land, 
the machinery and the labour force of the community and do so 
with the object of making for themselves individual and private 
gains.” , 

2. How Capitalism Functions. The capitalist economy is 
known as a government by price. It is the pricing process or price- 
mechanism which makes the functioning of the capitalistic system 
look almost automatic. The quality and the quantity of production 
is determined by price. When a certain commodity or service 
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happaas to be ia greater de.aaad its price will rise iadioating to the 
entrepreneurs a profitable field for their productive activity. The 
entrepreneurs rush in to supply that commodity or service in order 
to take advantage of the high profits made possible by the rise in 
prices. Labour and capita) are diverted to the produ ction of this 
commodity. Increased supply will then lower the price, which will 
then warn oiF the prospective entrepreneurs. Thus the nature and 
volume of production ia indicated by the price. 

Price also rations out the available supply of commodities among 
the various uses. If the supply is less than the demand, price rises 
and puts off the consumers whose demand is less urgent. In case the 
supply IS abundant the price will_^fall so that the entire supply is 
carried off the market. Price thus brings about an equilibrium be- 
tween the demand for and the supply of a commodity. 


It is through the pricing process, again, that the available pro- 
ductive resources of the community are diverted into the most re- 
munerative channels. The price of labour is the wage, that of capital 
is iuterest and that of land rent. Wherever the wages, interest and 
rent are high, the factors will have a tendency to move there. 
Without price mechanism it is difficult to see how Ihe limited re- 
sources of the community could be put to maximum advantage. 
Price is the universal and an automatic indicator. “No far off 
economic Czar could wield any more impersonal or ruthless control 
over what shall be produced than does the price system.”^ 

. The prices are ultimately paid by the consumer. The consumer 
IS, therefore, the final authority. It is his judgment that decides 
what should Ice produced, where it should be produced and at what 
price should It be so d. It seems that the productive resources of 
the community are being used according to the isolated and un- 

entrepreneurs. But 
really governed by the scales of 
T unorganised and even more numerous body of 

seeks to give the consumer maxi-< 
for himseff can gain maximum profit 
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vices. -The lure of profit compels the entrepreneurs to take risks, 
to conquer new fields and .supply something which the consumer 
would like most. Standard of living has risen, comforts of life have 
increased and the life has become richer and fuller. This is the 
service of capitalism to society. 

Secondly, the limited resources of the community are put to 
most economical uses with as little waste as possible, for the person 
responsible for the waste receives prompt punishment for his mis- 
calculation in the form of losses and bankruptcy. 

Thirdly, the richest reward under capitalism goes to the ablest, 
the most daring as well as prudent entrepreneur. A man who takes 
the initiative and shows an extraordinary resourcefulness and res- 
ponsibility makes the highest profits. Nothing seems to be more just 
than that the rewards should be apportioned according to merit. 

Eourthly, the consumers’ control gives the system a democratic 
tinge. Nobody likes that his consumption should be dictated by 
some superior authority. In the capitalist economy an attempt is 
made to adjust production according to the consumers’ wishes 
and not that the consumers have to consume what is supplied 
to them. 

' Fifthly, under capitalism control goes with risk. The capitalists 
uhose stake is the largest, control the industry themselves. Nothing 
can be fairer tlian that. 


Finally, if survival of the fittest is any criterion of the sound- 
ness of a system, then capitalism is indeed sound and strong. So 
many crises have overtaken the system, but it somehow emerges, a 
bit crippled no doubt, but victorious. Its adaptability to the chang- 
ing economic conditions is indeed surprising. What greater proof 
do we need of its toughness and resiliency that the system has 
stood the strain of a war like the recent one tolerably well? 


4. Criticism of Capitalism. First, competition which is 
the cardinal feature of capitalist economy is a sheer waste. Colossal 
expenditure is incurred in advertisement and salesmanship simply to 
beat a rival. Resources employed by those who are defeated in the 
race go to waste. Cut-throat competition does not confer any corres- - 
ponding social benefit. 

Secondly, mobility of tlie factors which is essential to re^,?^ i 
most adjustments in the economic system is baaed on the 
efficiency of competition* But existence of friction, legal, social 
and economic, hamners free competition ■with the result that the'” 
factors of production often lie idle and the consumers do not get 
proper aatisfactionl a^hough the entreprenejirs-are-enriohing them- 
selves. 

Thirdly, the supposed harrnony between the interests of the 
consumers, i.e., the society, and those of the producers does not 
actually exist. Lack of free competition, deliberate deceit practised by ^ 
unscrupulous producers and the ignorance and the impotence of the 
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individual consumer turn the consumer king into an abject slave, a 
victim of exploitation. 


Fourthly, the recurrence of the trade cycles due to over-compe- 
tition and over-saving leading to over-production must be considered 
one of the bitterest fruits of capitalism. When production is 
unplanned and is being augmented by ever-increasing accumulation 
. of capital, whereas the bulk of the consumers are being 
^ impoverished more and more, it will be a miracle if there can he a 
proper balance between production and consumption. 


Fifthly, the workers who constitute the bulk of the nation have 
yto live under a perpetual dread of dismissal. They have no sense of 
security. 

Sixthly, capitalism lays undue emphasis on property rights 
^ as against human rights. Man, the first of God’s creation, is treated 
like an ordinary chattel. 

Seventhly, capitalism has sown the seeds of eternal social 
/unrest by dividing the society into two hostile camps, labour and 
capital, who look sullenly at each other and are ever on the look-out 
of an opportunity of a fight. 

Eighthly, the extreme inequality of wealth distribution and 
/ the inequality which is being accentuated as time goes on, is the 
v most galling outcome of capitalism. As G. D. H. Cole remarks, 
‘‘There is a world of difference in terms of happiness between the 
high priest and the slaves in the temple of industry.”^ 

Finally', capitalism is full of most mortifying anomalies, the 
, few indulging in all-conceivable luxuries and the majority livingunder 
semi-starving conditions ; the crops rotting while human beings are 
starving ; inside the factories machines are lying idle or are under- 
manned, whereas unemployment is raging in aU its fury outside. 
These few points constitute a sufficient indictment of the present 
system. Ruthless exploitation of women and childern, callous disregard 
of the aged, the sick and the unemployed and mercenary morives main- 
ly governing human relations have all pricked the social conscience, 
and people are furiously looking round for alternatives to capitalism. 

As an escape from intolerable conditions prevalent under capi- 
talism, the chief alternatives suggested are : Planned capitalism. 
Socialism including the Communist plan and Fascism. We turu now 
to consider these alternatives. 


5. Planned Economy. Since the last economic depression in 
which the world witnessed an unseemly and unusual spectacle of 
starvation in the midst of plenty, the world Has increasingly become 
planning-minded. It is no longer considered safe to let the economic 
system lunotion automatically according to demand and supply. 
The danger of i chronic maladjustment is inherent in the present 
system. Few people now expect that left to themselves the eoono- 

forces would bring about an optimum distribution 

1 Cole, G. n H.— Principles of Planning, i<)357J^ 
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of tbe economic resources of tbe country to the maximum social 
advantage. As Sir William Beveridge remarks^ “It is no more likely 
that the individualistic growth of many small separate businesses will ' 
produce an industry laid out on the lines of, maximum overall effi- 
ciency, than it is likel,v.that the disorderly, uncontrolled activities of 
innumerable small property owners and builders will produce a 
planned town without needless corners, duplicate streets and traffic 
congestions.” Planning is especially advocated for preventing tbe 
recurring maladjustments which generate a trade cycle under the 
present economic system. 

Bui what is planning ? There is a lot of confused thinking on 
tbe ''point. As Robbins says, “Strictly speaking all economic life 

involves planning To plan is to act with a purpose, to choose, 

and choice is the essence of economic activity.”^ But this is not the 
sense in which the term planning is generally used. Nor does pan- 
ning mean rationalisation of industry or reorganisation of agricul- 
ture. In India the various departments of the Central, Provincial 
and State Governments have prepared schemes for post-war develop- 
ment. This is also planning in a sense, planning ahead. But such 
schemes do not convey quite accurately the essential idea underly- 
ing economic planning. Planning as understood by economists, im- 
plies centralised control and conscious and deliberate layout of the 
national resources with a definite end in view, all the economic as- 
pects being definitel.y integrated and co-ordinated so that all dupli- 
cation and senseless competition may be eliminated. Lewis Lorwin 
defines planned economy as “a scheme of economic organisation in 
which individual and separate plants, enterprises and industries are 
treated as co-ordinate units of one single system for the purpose of 
utilising all available resources to achieve the maximum satisfac- 
tion of the people’s needs within a given time.”^ Or as Dickenson 
puts it ’. “Economic planning is the making of major economic 
decisions — what a^nd how much is to he produced, and to whom it is 
to be allocated by the conscious decision of a determinate authority, 
on the basis of a comprehensive survey of the economic system as a 
whole.”^ 

The essentials of planning which emerge from this conception 
are ; — 

(a) That it is to be conscious and deliberate with a definite 

aim. 

(&) That there must be one single undivided authority which 
is responsible for planning and co-ordinating the various economio 
activities ; delegation of functions is not ruled out. 

(c) Planning must be of the entire economic field gnd not merely 
piecemeal planning. 

1. Robbins, Lionel — ■Economic Planning and International Order, 1937, 
p. 4. 

2. Quoted by George Frederick in his "Readings in Economio Planning, 

p. ir>3. , 

3. Dickenson, H. D. — Economies of Socialists, 1939, p. 41. 
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(d) Thab the available resources are to be scientifically distri- 
buted with the sole object of general welfare. 

Planning has crossed the realm of merely academic discussion 
and has become an essential plank of practical policy. TheN.I.R.A. 
^National Industrial Recovery Act) of June 1933 gave the U. S. 
Government a sweeping control over the various aspects of produc- 
tion. Nobody doubts the success of this measure. 'Planning has 
een even a more splendid success in Russia which has given her a 
rs p ace in Europe and a second place in the world in industrial 
pro no ion. n Germany, too, where there was no State ownership of 
removed unemployment, raised wages and developed 

nnh 7i planning Germany would not have shown 

sucli a wonderful recovery. 

6._ Economic Planning in India. Several plans were put for- 

most Comprehensive and Carefully 
dnreH W P0P«|arly called the Bombay Plan pro- 

the cp Indian industrialists. The plan aims at trebling 

for Hif. cvpita mcome in 15 years which, making an allowance 

donhlino pop^ation in the meantime, will only mean the 

targets to hit so far 

- acricuftMarnrnd.°?™^reoot’ !"‘=reasing industrial production 600%, 
af nrevWil/evprf f 200%. It aim 

liLd a reisLahl/LJ balanced diet, 30 yards of cloth per 

cational and me^dicd fa®es!°““°^'‘‘'°" adequate edu- 

more ^^e'raMiT grant hf Plan” or the Royist Plan. It is 

whether the voWotk! ^^cessaries of life but it is doubtful 

worked out. e ai s have been carefully and scientifically 

Aggarwal seekrt^translatl^' prepared by Principal 

about production and atmd “d onwng' "’7 

daua op„o„t of viliag. inductrioc -nudSud" ^thlT.S ' 

prepared \hei™™wn*^plans”'^* Kor^ Provincial Governments have 
proper atmosphere fm its suci^fid 

ropSirbSsSeS^ ““ 

.bo.?dnX”ra'S?S??.- = - - piauniug 

India should' cover'reorgaStion nf 

dustries, means of communication ^«''’®topnient of in- 

of bankmg, marketing foreitm ” transportation, stabilisation 
agriculture and industry etc '’To 'oternal trade, integration of 

oi wealth reforms in the svstom about a rational distribution 
Social legislation providing Sal tie necessary. 

1*0 passed. social amenities to the poor will have to 
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PJannod Economy can co-oxist in any form of economy. Even 
under capitalism, planning is poasibla. All the paraphernalia of 
capitalism, viz. private property, individual initiative and' enterprise, 
may he permitted but a much greater State control will be necessary. 
All entrepreneurs will have to work under the plan. From the very 
nature of things, planning under capitalism can have only a limited 
success. It is also possible that there may be socialist economy 
without any pro-conoeivcd and conscious plan. Economic policy 
may be one of drift. But planning, if it is to be on a sure and stable 
footing, involves some form of socialism. 

7. Socialism. Socialism, as an alternative to capitalism, has 
the widest appeal. A Swedish king remarked to his minister, “If 
one is not a’sooialist up to the ago of twenty-five, it shows that he 
'haf no heart ; but if he continues to be a socialist after the age of 
25, he has no liead." Socialism seems to have caught the imagina- 
tion of youth all the world over. 

But there is no complete agreement as to what socialism exactly 
is. It seems there are as many types of socialism as there are 
socialists. Socialism has been compared to a hat which has lost its 
shape because everybody wears it. An acquaintance with different 
schools of socialists will be helpful in understanding the essentials of 
the socialists* plan. 

8. Marxian Socialism or Scientific Socialism. Karl Marx, 
who wrote his book Das Capital in 1867, the bible of socialism, is 
considered to be the father of scientific socialism, as he tried to put 
the theory of socialism on a scientific basis. The chief points in his 
theory arc ; — 

(1) Matarialislic conception of hiBtory. He seeks to explain every 
event of history on economic grounds. He gives an economic inter- 
pretation of history. All wars, riots and political movements have 
their origin in the economic factors. An appropiate political 
organisation corresponds to an economic stage. A capitalist economy, 
for example, will evolve a system of Government which perpetuates 
and supports property rights. 

Ho goes on to explain how capitalism will generate conditions . 
which will replace it by socialism, L'he capitalists will grow in 
wealth as time pas.so3, but will become fewer and fewer, the bigger 
whale swallowing the smaller one. Monopolies will be created, 
production will expand necessitating scramble for markets abroad. 
This will load to an imperialist war, and one war will be followed by 
another more terrible than the preceding one till capitalism perishes 
in the conflict and the dictatorship of the poletariat will be 
established. 

(2) Theory of surplus valw. Karl Marx says that the manu- 
facturer gets for his commodity more than ho has spent on labour 
and other costs. Tho excess of market value over the costs is the 
surplus value. This surplus is the creation of labour. It is created 
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becniiso Inliour is paid much less than is duo to it. He characterises 
the appropriatic II of tlio surplus value by the capitalist ns robbery 
and exploitation. A commodity is simply crystallised labour ox 
congealed labour. 


9. Collectivism or State Socialism. The collectivists or the 
State .socialists believe in parliamentary democracy and nationalisation 
of the means of production. They want to strengthen tho political 
machinery, capture it and use it for tho realisation of tho socialists’ 
aims and ideals. Tho powerful .State engine will be utilised in 
production of wealth and its equitable distribution. State is to be 
all-in-all, and as .■^oon as the socialists have captured it, they have 
leached the goal. The .State will do for them nil they want. Private 
enterprise will bo put an end to. All production will be carried on 
by salaried State oflicials and profits will go to tho State coffers and 
utilised for the uplift of the masses, Tho only difference between 
capitalism and .St itc socialism is that under the latter means of 
production are owned and managed by tho State instead of tho pri- 
vate entrepronenr, otherwise tho ovchange mcohanism of capitalism, 
c.j., pricing, marketing, etc., is retained. 


10. ^ Guild Socialism. Tho guild socialists start with a 
distrust in the State. They do not consider, as tho collectivists do, 
that the State can efficiently run the productive machinery. 
According to the guild socialists the capitalists are to be expropriated, 
out the farms, factories and other instruments of production arc to 
bo handed over to tho worker’s guilds who are competent to organise 
and manage producUon efficiently. In other words there is to be 
self-government m industry. The State will simply supervise and 
act as the representative of the general bodv of consumers in 6xing 
the price and looking after the quality of the goods produced. 

tinn idea is that the ownership of the means of prodne- 

operation is to be 

tW h! ^ workers themselves. Tlic State is simply to see 

awav defnauded. They slek to do 

3 evils of too much centralisation .'and th^ inefficiency 

claim that the decentralised 
efficiency. ^ ^ ensure both real democracy and 

do nit’beheve^i^Sfrpffl socialists, the syndicalists, too, 
realisation of the snoinV i ns an instrument for the 

cWs tXhrch he TeW. ' whatever tho 

can never understand typical bourgeois mentality. He 

bossing over He is in tho habit of 

strengtiienina of the '?tn+ .^^'^'cslmts, therefore, are opposed to tho 
tyrants. ThVprX^^^^^^^^^^ create so many petty 

structure on a network of trade unions.'””'^ ’ economic 

constitutbnal°mlans ^^Tht^State^^ realise their aims through 

believe in direct and ^ir>ip t- ^ cffioals are too powerful. They 

nairect and violent action. Strike is their chief weapon.’ 
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Even if the strike fails, it teaches the workers much useful 'lesson in 
, the economic warfare, it builds up workers’ solidarity and sharpens 
their hatred for the capitalists. This hatred must not be allowed to 
cool. They advocate strike after strike and then at the end, a 
general and prolonged strike till the political machinery is paralysed 
and they are able to capture power. The syndicalists lay stress on 
■ the'*destruotion of the existing structure and keep deliberately vague 
the post-revolutionary structure of society which they want to create. 
Their methods are destructive rather than constructive. 

12. Communism. The present-day Communism, as is clear 
from the Communist manifesto of 1845, refers more to the theory of 
the method for realising their ends rather than the society they wish 
to create. The Communists lay stress on the formation of a net- 
work of Communist organisations all over the country and the world, 

. capture the key posts in other organisations and carry on their work 
•- silently adding to the number of adherents. When the party has 

become sufficiently strong then it will throw out the capitalists, 
capture governmental .machinery and lay the foundation of the 
proletariat State. The State machinery will be utilised to crush all 
, opposition and to expropriate the capitalists. The aim will be to 

- create a classless society where there is no distinction of high or low, 
. rich or poor. Having achieved its objective ^the "State will become 

unnecessary. It will ‘wither away.’ 

As for the type of structure of society which the Communists 
envisage some idea can be gathered from Plato’s Republic or Wells’ 
New Worlds for Old. The Communists propose to abolish all forms 
of private property, not merely in the instruments of production but 
also in the consumers’ goods. People will work according to capacity 
and get a reward according to need. Everybody is assigned a de- 
. finite job. He cannot choose his own occupation. Nd-body will 
. have a house of his own or a bank accouiit. Everyone will be a 
Government employee ; . he will not be paid cash but he will get his 
. meals in the State kitchens and live in State quarters. He "wUl be 

- provided commodities and services for consumption by the State 
not of his choice but what the State chooses to give' according to 
production at the time. The bringing up of the children, their 
education and fixing up will be State concern. The pricing system 
will disappear. The State will control production, assign jobs, fix 
remuneration and prices of goods and services without profit 
motive. A very alluring dream indeed I In a Communist society 
there cannot be a commercial crisis, unemployment, no distinction 
between-rich and' poor and no strife between labour and capital. 
The idea is obviously Utopian. The Russians in the early stages of 
their Revolution tried to put these ideas into practice, abolished 
money and exchange. But the system failed; Money economy had 
to be restored and prioe-meohanism revived. Different wages were 
paid to encourage and reward efficiency. 

13. ^ Anarchism. The Cornmunists’ ultiihate aim is to bring 
about a structure of society in which State has ceased ’ to' exist. ■ It 
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has ‘withered away,’ By anarchy in ordinary language wc mean 
misrule, disorder, etc. But according to socialist nomenclature it 
means negation of Government because it is unnecessary. The Com- 
munists hope that when the world has been purged of capitalism, 
greed, selfishness, aggressiveness, deceit, etc., will disappear and in 
their stead self-sacrifice, service of others, virtue, sympathy, an atti- 
tude of give rather than take will come to prevail. Man will' have 
been so much uplifted by then that police will be, unnecessary. 
Courts of law will be superfluous. Is it surprising ? Fahein reported 
about ancient India that 'there wore no thefts and robberies and 
people did not lock their houses. So anarchists dream may ^be realis 
ed after all. 

The social and economic life will be organised in autonomous 
bodies or associations and they will, through voluntary agreements, 
regulate their affairs. Each will respect the rights of the other and 
hence there will be no difficulty. The Government is to be like the 
policeman on traffic duty. When for certain hours during the day, 
the police man is away the traffic regulates itself. E.vactly in the 
same way the society will function. Another sweet dream ! Wo owe 
this to Prince Kroptokin. According to anarchists. State is only needed 
to protect property or unjust gains of the capitalists or their ill* 
begotten wealth and plunder. When this goes the State goes with it. 

14. Fabian Socialists. These socialists are men of literature 
like Bernard Shaw and so many others in England who sincerely 
believe that socialism is a question of conviction.. If the people can 
only bo convinced of the virtues of socialism, no power on earth can 
prevent its coming about. Through literary propaganda — novels, 
dramas, short stories— they carry on incessant struggle against capi- 
talism and bring out the merits and the necessitj* of socialism. It is 
hoped that in course of time the world will come to .believe in social- 
ism and socialism will then without much difficulty come to prevail.. 
They may not be wrong. The English people have come to believe 
in socialism. They have placed the Labour Party in a strong posi- 
tion to carry out their socialist programme. The weakness of the 
ministry itself may, stand in the way, otherwise the country has 
given. them a clear mandate to go ahead. There will, of course, be 
squealing from the vested interests but the majority of nation 
apparently wished them god-speed, 

15. Evolutionary and Revolutionary Socialists. This is a 
division on the question of the metlod. The revolutionary socialists 
believe in a revolution. The path of evolution, they say, is long and 
uncertain. Who can wait so long ? The evolutionary socialists 
think that no permanent achievements can be made by -revolution. 
During the revolution such people manage to capture power who 
are ruthless, aggressive, unsotupuious, selfish and fond of power. 
Revolution throws everything in the melting pot . and you do not 
know what will come out of it. The results aire always dis- 
appointing and the clock of progress set back. French- Revolution 

■ did not produce ‘liberty, equality and fraternity’ but a reign of terror. 
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16. Socialists of the Chair. These persons are socialists by 
conviction. They are generally professors of Economics and Political 
Science, rather doctrinaire than practical. They have unparalleled 
opportunities of'propagating sooiaiist ideas. 

17. The Essentials of a Socialist Scheme. We have made a 
very rapid survey of the various shades of opinions among the socia- 
lists. In spite of these divergences of opinion, in some cases very 
acute, it is possible to visualise a scheme to -which the majority of 
the socialists would pledge their support. They all believe in aboli- 
tion of private ownership in the instruments of production. Land, 
factories, railways, mines and every other means of production must 
be’ nationalised. Their ownership and control are to be vested in 
the State. So that the State provides work for everybody. There 
is to be no private enterprise. Production is to- be initiated and 
conducted by the State which will pay wages and other costs and 
appropriate profits. Interest and rent as payments to capitalists 
and the landlords will disappear, for the State is the capitalist, 
the landlord and the entrepreneur. All socialists, except the Oom- 
muniats, are prepared to allow private property in the form of a 
house, fxrrniture, household equipment and other consumers’ goods. 

Living on unearned iricome is to be discouraged. Remuneration 
for work is to be according to the nature of work and is not equal. 
It will vary according to ability. A limited operation of the law of 
demand and supply in this connection is envisaged. There is thus 
no basis for the belief that under socialism all would be equal econo- 
mically. No economic equality is guaranteed. What can be assured 
is equality of opportunity for all irrespective of rank. The State is 
to help a mfan to^choose an occupation and make him fit for it. 

The State is the authority in charge both of production and dis- 
tribution, The allocation of the productive resources of the commu- 
nity will be determined according to the direction of central authori- 
' ty. The profits of production instead of going into the pockets of a few 
private individuals go to the coffers of the State and are supposed to be 
spent in ameliorating the lot of the poor man by providing him, his 
family and children adequate medical and fuller and free education 
and ampler means of recreation and entertainment. Freedom from 
want is guaranteed and fear born of insecurity is to be banned. 
Everybody is to be free to select his occupation and free to spend 
, his income in any manner he likes. There is no regimentation. 
This, in short, is the socialist plan. 

For a long time definition of socialism as given by Webbs was 
accepted by the majority of the socialists. Their definition runs thus: 
“A socialised industry is one in which the national instruments 
of production are owned by public authority or voluntary association 
and operated not with a view to profit by sale to other poeple, but 
for the direct service of those whom the authority or association 
represents.” This difinition does not correspond to the present 
notion of socialism, because •+. does not imply any idea of planning. 
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The definition given by Dickenson, therefore, seems to be better. 
According to him Socialism is an economic organisation of society 
in which the material means of production are owned by the whole 
community and operated by organs representative of and reponsible 
to the community according to a general plan, all members of the 
community being entitled to benefits from the results of such 


socialised planned production on the basis of equal rights ^ 

18 Case Against Socialism The critics of socialism claim 
to pick numerous holes in the socialist fabric. Apart from some silly 
objections, which have been exploJed since long, e.g., socialism 
would ban religion, abolish marriage and family, dangling of Mal- 
thusian bogey to frighten the simple and ignorant minds, earnest 
efforts have been made to understand socialism and to point out 
some real dangers and difficulties. 

_ The most important set of arguments advanced against 
socialism is the one against bureaucratic running of the economic 
machinery. Bureaucracy is considered to be inefficient in running 
a business The civil servant does not feel the same keen self- 
interest as the employee of a private corporation whose tenure is not 
so secure. The civil servant knows he will get promotion according 
to seniority ; no amount of alertness or extra work is going to push 
him up in the graded list. His main concern is let the things go 
on.8omehow without a positive breakdown. One thing he wants to 
avoid IS public criticism. He will, therefore, take no bold risks and 
will be content with a moderate measure of sucoes being guided by 
me and prwedent merely. Initiative and resourcefulness are at a 
iscouut. The business policy will be timid and unenterprising, 
here is routine and red-tape, a place for safe man of mediocre 
ca ibre and no room for extraordinary and dashing spirit. No first- 
ra e work can be done by second-rate men Such men are not fitted 
acnieve any remarkable success in business. A Government 
epar ment cannot claim to score success in business where rapid 
eoi^ons have to be taken and bold policies are called for. 
e ovCTnment personnel is not such which can conquer fields 
. Gfovemment can, and does, attract able men but 
' * congenial for the show of 
A n The reward is not considered worth the 

-. 1 ^’ 1.1 defects of company management are magnified 

; j.®*. 1 ^ 1 , will further mean bossism and loss of 

individual liberty, gestapo, etc. 

Government cannot secure the huge 
anrS which will be necessary for the efficient running 

and expanding of aU industries and trades. 

ppnnnm; ^1 be no autoipatic indicator for the most 

erpnf resources of the community among fdiff- 

■wKir.u if' capitalism there are consumers’ preferences 

r pnoe-meohanism bring about an optimum distri- 
hp oil resources. Therefore under socialism it will 

gropmg in the da rk. Some commodities will be 

1- Dickenson. H. D.,— Economics of Sooialiam, 1939, p. II. 
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produced in excess and wasted and there may be a shortage of others 
resulting in unsatisfied demand. A cbronio maladjustment in 
demand and supply is feared. The task of organising production, 
of allocating every acre of land to its proper use, to set every worker 
on the right job and to invest every rupee in the direction of 'maxi- 
mum efBciency is too big to be performed by any single authority. 

Under capitalism the consumer enjoys sovereignty. Of course, 
this sovereignty is limited by his income, existence of monopoly, etc,, 
yet the domain is wide enough for him to pick and choose. But 
under socialism he will lose this sovereignty altogether. Consump- 
tion will have to adjust itself to production. This loss to the con- 
sumer is a real loss. He will not be able to maximise his satisfac- 
tion. Socialism always, therefore, means hardship, sacrifice and priva- 
tion for the consumer. The State will no doubt fix the prices but it 
will be all arbitrary. The price fixation will be rigid and will lack 
the resiliency of market mechanism, which is sensitive to even the 
-slightest change in the consumers’ preferences. 

It is also feared that incentive to ward work and stimulus to 
self-improvement will disappear altogether when personal gain or 
self-interest is eliminated. People will not give their best. Inventive 
ability, enterprising spirit and the go-ahead attitude will languish, 
and creative work will become impossible. It is remarked that 
“a Government could print a good edition of Shakespeare’s works, 
but it could not got them written.”^ 

Another charge against socialism is that with the freedom of 
enterprise disappears even the free choice of occupation. Workers 
may be assigned certain jobs and they cannot change without the 
consent of the planning authority. Otherwise the plan may be up- 
set. Every worker is dovetailed in the scheme and he must keep 
there. This loss of freedom may be really galling. 

Some people have been disappointed in socialism, because in 
Russia, where it has been in operation, It has failed to bring about 
an economic equality. The difference between the rich and the poor 
is still there. The dream of a classless society is far from being 
realised. The workers under capitalism, c.g., in America and England, 
are not so worse off. They enjoy a higher standard of living. People 
are not convinced that under capitalism poor go on becoming 
'''poorer. The rich are no doubt getting richer but the lot of the poor 
is also undoubtedlj' improving. So some degree of scepticism in the 
efficacy of socialism as a panacea of alt social ills has grown and 
damped the ardour of some enthusiastic socialists. 

That under sooialism there is no unemployment is conceded but 
the critics retort there is also no unemployment in a jail. They re- 
gard a socialist State as one big prison-house and do not think em- 
ployment is any compensation for loss of liberty. 
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It nmj' niso be pointed out in tlie end that Marxian socialism is 
not so scientific after all. Labour is not the only cause of ralue and 
has not the sole right to its appropiiation. Ee« are convinced offte 
acci^aoy of Mars's materialistic interpretation of bistoiy. Economic 
motives are no doubt the strongest but they are not the only ones to 
sway human sentiments. 

19. Answer to Critics of Socialism. This loolcs a formidable 
array of arguments against socialism but it is not so formidable as it 
seems, i'be strength of socialism lies in the proved evils of capital- 
ism. The world is periodically plunged into depression causing so 
much dislocation, unemployment and suffering. Capitalism has not 
been able to ensure stable trade conditions. National resources have 
been elicited for personal profit. Human beings, especially rromen 
and children, have been used as so many machines simply to enrich 
the capitalists. Who can help hearing the 'Cry of the Children’ 1 


how long, 0 cruel nation. 

Will you stand, to move the world, on a child’s heart,— 

Stifle down with a mailed heel its palpitation. 

And tread onward to your throne amid the mart. 

Our blood splashes upward, 0 gold heaper, 

And yonr purple shows your path ! (Elizabeth Barret Browning) 


The social conscience feels outraged at the sight of a poor family 
worting the hardest, not getting sometimes two square meals a day, 
dressed in rags, living in dirty cells and children dying because they 
nftnnnt. Ktit* TnpH?r»n1 oirl rn» m ill- On ftin nftiplr hand, the Tich afO 


cannot bny medical aid or milk. On the other hand, the rich 
rolling in luxuries, their horses and dogs are better fed and honseu 
than their fellow human beinss. They perhaps think the poor man 
is not after all a human being ; he is some other specie. A s^em 
which produces such iniquities and callousness stands Beu-w^’ 
demned. 


Look at the alternative. Socialism bans trade depression an^ 
removes unemployment which under capitalism always hangs ^ 
workers’ heads like Democles’ sword. A great worry is off. 
choice of occupation under capitalism is a farce. _ Who • 

choose his occupation 1 The choice is limited by his parents 
and inflnenco. Sometimes n man would like to get any r 

he can But there is no work. Capitalism regards ^ P j, f, 
the scrap heap. Who would not like to be put on to job ^ 
sorilv rather than face enforced unemployment and starra m • ^ 
socialist State provides’ permanent and_ pensionable Job 
body according to his aptitude and capacity, 

A socialist State can allocate the resources of 


A socialist State can allocate tae resources rf onty 

among the various uses with the sole consideration of somm - 


irious uses wiin lue — • - - , . , ggc 

and rrelfare. Consumers’ wishes have to be replaced y 
vebmtions. It is possible that at one stoge there jn t'he 

. r consumers’ goods but this IS dehbero there 

of the society taking a long nnr ebildroi' 

’ 1 V a temporaiy sacrifice so that we or 
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may be able to enjoy better standards later. Only a socialist State 
oan build up a solid foundation for the country’s strength and pros- 
perity. The policy of a capitalist economy is a short-sighted one 
guided by the immediate gains of the entrepreneurs. 

Under socialism vast funds can be devoted to the expansion of 
education of all types, provision for adequate medical facilities, 
rationalisation of industry and reorganisation of agriculture. The 
result is that human and material resources of the nation are 
immenselj' improved. The socialist State can easily find vast sums 
because the profits of industry, which under capitalism go to enrich 
the already rich and surfeited, are pooled in the State treasury. 
Many things the-consumption of which is considered essential for 
health and efficiency may be supplied free or much below the cost. 
No doubt consumption is regimented and it is curtailed in certain 
directions, yet there need be no hardship, for it may be expanded in 
some other and more desirable directions. A socialist State can 
provide free milk for children, free nursing, free education and free 
medical aid. It can give free cinema shows for the workers and 
provide for them swimming ^baths, recreational clubs, free railway 
passes to week-end resorts and light refreshment in the factory 
gratis. But a cap talist only looks to his dividend. Such things 
are impossible in a capitalist economy, where lure of the lucre rules. 

Production of all types oan be immediately increased by a 
socialist State. The achievements of Russian five-year plans are a 
standing monument as to what can be achieved by people who not 
long ago were illiterate, ignorant, backward, conservative and poor 
peasants. Russia, too, like us was a country of small farmers almost 
all illiterate. Now there is nearly cent per cent literacy and in 
production Russia has beaten every other European country which 
started in the race of industrialisation nearly one century ago. This 
is^iue to the fact that it is only in a socialist State that planning can 
really be effective. We have seen that in the war there was no 
unemployment and production figures have shot up to a level which 
would have staggered not long ago. This is all due to the fact that 
all phases of economic life are under the central State direction. A 
socialist State does exactly the same thing in peace times. It 
mobilises all the resources of the community in the most effective 
manner. Dangers of bureaucratic management have been exagge- 
rated, There is a lot of red-tapism in a company management even 
under capitalism. 

A socialist State can also regulate the credit and banking 
operations so that financial maladjustments are eliminated. 

As for incentive to hard work, a socialist State can, by persistent 
propaganda and through instruction in the educational institutions 
change the psychology of the people and create new scales of values. 
It oan offer production bonuses so that every worker does his best. 
Who will do tho dirty and disagreeable work 1 The socialists’ 
answer is that most of it will be done by machinery. Machinery is 
not being put to such tasks now simply because man is cheaper than 
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machinery. Thousands of semi-starving people are available under 
capitalism to do such jobs on a small wage, because capitalism has 
impoverished the masses to such an extent. But a socialist State, 
not working for profits, will be in a position to relieve man from all 
dangerous, dirty and degrading Jobs. 

Sociahsm may not bo able to make every body economically 
equal. This is due not to the laok ol organising ability in a socialist 
State. The cause lies m the innate inequalities among human beings. 
Nature does not make everyone alike. Every one is endowed with 
varying degrees of mtelhgence and working capacity. No State can 
help it. it is not a matter for legislation. But a socialist State can 
discover the aptitude and ability of each citizen and develop it 
further by training and education, so that every citizen is enabled 
to make his best contribution to the welfare of the State. Real 
worth will not be allowed to be suppressed or depressed by poverty. 
The socialist State can pick up genius even from the lowliest of 
famdies and provide it with fullest facilities and opportunities. If, 
therefore the attainment of economic equality is not considered 
feasible, at least equality of opportunity can be assured to each and 
this IB no mean achievement. There can also be a considerable 
levelling up of the masses. 

The balance seems to be heavily tilted in favour of socialism. 

20. Progress of Sodalism. Pigou remarks, “If we take as 
our representative of capitalism the actual economic arrangements 
rulmg m this country now and leave socialism a vague concept, we 
are tilting the balance agamst capitalism, Por we are setting a nude 
figure, with all its blemishes patent to the eye, against a figure, 
that is veiled.”^ But figure is no longer veiled. There was a time 
when sociahsm was only to be found in books like More’s Utopia or 
Plato’s Repubhc or was sought to be put into practice by idealists 
like Robert Uwen. Small communistic societies, e.p,. Harmony, 
Oneida Community, etc., were established. But the founders were 
bitterly disappomied. They were Just a few cases of socialist 
brotherhood m the vast desert of competitive capitaUsm. They 
existed withm the capitabst States which maintained law and order. 
The modern sooiahst wants sociahsm to be all-inclusive in » 
country and no small patches scattered hither and thither. 

Socialism has now emerged from the utopian embryo. It is no 
longer a matter of economic theory hut has taken its stand on 
practical politics. The Oommum’st manifesto of 1848 created a 
sensation by its clarion call for a union of all the workers of the 
world. It called for a revolution and said that the workers had 
nothing to lose except their chains and they had world to win. 

Since then socialism has been winning adherents all over the 
world. Jewish refugees from Germany established in Cyprus several 
communities run on socialistic lines. Spread of sooialism has been 
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phenomenal in reoent times. In the German elections of 1919 the 
socialists secured nearly 50% votes. Nearly one-third of the British 
electorate in 1924 voted for the Labour Party, in 1935 the percent- 
age rose to more tbari 40. In 1945 they have returned them with a 
solid majority. In Prance more than one- third of the Deputies 
in 1936 were of socialist views. Spain had a socialist Government 
which was ousted by General Franco throiigh an unholy alliance 
with Hitter and Mussolini. General Franco's ttvTono is again shaking . 
The splendid success which has attended the Russian arms in the 
recent war and the way they turned back Hitlerian hordes as no 
other nation could, has won the unstinted admiration of the world. 
Its necessary consequence is that almost all European countries have 
gone ‘red’. The Governments injtaly, Bulgaria, Yugoslavia, France, 
Austria and Poland have all socialistic leanings. 

In the East, in China, the Communists have a parallel Govern- 
ment of their own. Thus in the East as well as in the West the 
gospel of socialism is finding a ready response. 

Indian intelligentsia, youth and leaders like Pt, Jawahar Lai 
Nehru actively believe in some form of socialism. There is nothing 
to fear. The movement need not be a sudden revolution accompani- 
ed by all the horrors that a revolution brings, but the change can be 
gradual and by peaceful moans. All socialists do not believe in 
revolutionary and abrupt changes. For a long time all thinking 
elements have been everywhere in favour of increasing nationalisation 
of the principal means of production. All the monopolies can with- 
out any remorse or provoking a protest be nationalised. When an 
industry has become 8ot and .has been reduced to a routine, private 
enterprise is really out of place, and it should be taken over by the 
Government so that the profits can be secured for the commanity in 
general. Proper sphere for a private enterprise is in new industrial 
fields, whore initiative counts the most. 

i-. The credit for creating enthusiasm for socialism belongs to 
RnMia. It will not be out of place if wo note a few facts about the 
Russian experiment. 

21. The Rassiao Experiment. The Russians made their ‘Red’ 
Revolution even before World War I bad come to a close. 
The loaders of the Revolution inspired by Marxian doctrines of 
socialism started with a revolutionary programme. Capital and 
land wore nationalised without any compensation. ‘ Kulaki,’ the 
rich landlords, were sent into exile. Production and distribution 
were completely centralised and money wages were abolished. 

But the system did not work. Lenin in 1921 introduced’ the 
new economic system which has been called a strategic retreat. The 
leaders realised that they had overshot the mark. Thus follow- 
ed a policy of compromise. Private ownership in land was recognised 
to a limit^ extent and private farming was allowed side by side 
with collective farming. Private enterprise in trade and industry 
was also permitted alongside with State enterprise. Instead of 
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• who e-jiog Communism, a practical sort of State capitalism was 
created. Thus a variety of industrial and trade organiLtions grew 
State Undertakings, mixed State and private 
undertakings and those which represented leases and concessions to 
the private entrepreneurs from whom the State received royalties 
Money wages wore also restored. i-c.vou loyaiues. 

“'*'*"* ‘"“S ‘“■I ooa'JdS-L”/ 

pre-war lereU w™ Of, ‘9f 

Goo/sLed fa7ms werlLated vigorously followed, 

placed at their disposal. There was an maohinery 

tural output. It was nothinnh^rt increase in agricul- 

In 1933-34, however, the naco of agricultural revolution, 

and individual profit makL ° was permitted 

followed u very realistic 00!!^ some extent. Stalin 

psychology which desires nowe/'infli.^ ^ “sa of human 

ofhonour were awarded to industriauiSS^ 
were given for more efficient work*^ A sS of ^ 

tion was introduced amonv the various I emula- 

whole thing was changed fnto a frame 

worked for honour. ® Production® whore the team or group 

direction of Gosplan (PJannin<T Pemm* "P and under the 

Wto ,an,l.oMLdilSSoSS' S 

yorkin a group were put into 1 ha .,, never known how to 

\ looked derisively at Russia but when the^fi^rf^’i ojviHsed world 
it stood aghast. The tractor nlnnt P^®'° °’°Meved its aims, 

automobiles and other heavy mlchtee!. “aohino-making tools, 
li ke mushrooms. ^ achines came out of the factories 

consumers’ goods.^^Tn 1919 numh'^^*° r Production of ’ 

produced was ^34,900 and 45 rcen^r®^ tractors and combines 
figures in 1 930 were 470,000 and 1 q? cnn^^ ^ *^® norresponding 

of electricity rose from S ^dlion k 1 ® ,’010 P®®‘^^®ly- The output 
Therail-road mileage S S „ '"^^^^to 38nbillion in 19^ 

1933. Illiteracy during two decides w° compared 'with 

Few countries can show such a r i 
with such a poor human material record of achieve ments 

standard of living which they could nni^” ^tussians are enjoying a 
regime, jvf.j doubt it stii[ p“^ “ ^ ®’'®*^ 5''®’^ra of in the Czarist 
European countries. But Russia • '^“ft^c«rably with ' other 
They had hardly completed their ni * *^® tmilding-up stage, 

war unparaUeled in huSan hist a to wage a 

Had this war not intervened tlipv the brunt, 

leathers on their cap. ^ would have added a big bunch of 

■ - — 
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Tlic organisation of the Russian system is based on a network of 
soviets (councils representing occupational and industrial groups) 
scattered tbrougbout tlie length and the breadth of the country^ in 
rural as well as urban centres. These are knit into congresses which 
in their turn arc federated into a supreme congress, the highest 
authority in the land. As it is too big a body, it functions through a 
central executive which is a bicameral organisation. Below it there is 
the Presidium, a legislative body consisting of 21 members and a 
council of peoples commissars which is a smaller body and is mainly 
an administrative organ like the Indian Executive Council or the 
British Cabinet. 

22. How Russia Tackled Economic Problems. It will be of 
interest to know how Soviet Russia has tackled the various econo- 
mic problems : — 

Privale properly. Private property in a house, a car, a few animals 
and other consumers’ goods is allowed. A man is free to buy 
Government bonds or securities or ho can keep a deposit in the bank. 
Property of the amount of 50,000 roubles can be transmitted by 
inheritance. But living on unearned income is discouraged and all 
unearned income is subjected to very heavy taxation. 

Pricing system. Some economists notably Mrs. Hayek and 
Robbins are of the opinion that rational accounting is impossible 
under a socialist regime and that it is all groping in the dark. 
Misses regards socialism "as a rational economy. But there are 
other economists like Pigou who do not see any difficulty in this. 
Dickenson, too, is of the opinion that the capitalis't apparatus of 
marketing and pricing can be retained in socialism. Russians have 
been able to fix prices of the goods produced. Costs of raw 
materials and wages, transport and all other costs are added and 
then a small % for a little profit. This gives a selling price. It is a 
little arbitral^ and prices do not rofleot intensities of consumers’ 
demands, although some note is taken of the relative scarcities. 

Supply of labour and wages. Labour had sometimes to be con- 
scripted. But there are now ample facilities for technical training. 
Government is even prepared to bear the cost of training on the 
condition that the trainees after completing training, work in 
Government factories for four or five years on terms settled \ 
beforehand. Money wages are paid and there are variations according i 
to ability, efficiency and nature of work. Standard wages are fixed^ 
after a thorough motion study and time study in order to*^ 
ascertain tlie standard time required for a job, and efficiency pre- 
miums are given to better workers who take less time. If there is a 
comparative shortage of some type of labour, liigher wages are of 
course ofiered to attract the rigiit type and sufficient supply oi 
labour. Workers are assigned definite jobs and they are not allowed 
to leave without the permission of the higher authorities This 
re.striction on mobility is considered essential, otl . ' ' 
the plan might he upset. Such restrictions were imposed in n 
countries during the war in the ease of essential sorvioes, < 
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workers could also be transferred from one place to another just like 
Govemment servants. The Government tries to adjust supply to 

demand. . 

Finance. The Russians had repudiated foreign dobta and 
could not hope to seeure foreign loans. They relied, therefore, mostly 
on created money. Paper money was issued by the State in enormous 
amounts. Tliere was inflation with all the inevitable consequenceB, 
osorbitont prices and a very high cost of living. They alao^ raised 
loans from the people. Every worirer had compiilsorily to 
subscribe to the State bonds a certain portion of his monthly 
earnings, of course, in easy instalments. Later on, income from 
socialised industry flowed in and helped to finance the later stages 
of planning. 

InkresL Russians have not abolished interest altogether. The 
Government itselfpays 8 to 10% interest on State loans. The high 
rate of interest sliou s an attempt to bring tho demand for and 
supply of capital in equilibrium. Tho banks also pay interest^ on 
personal accounts. Interest as remuneration to capitalist, ».e„ 
payment to private owners of idle money, docs not occupy an im* 
portent place in Russian economy as private capital has practioally 
I disappeared. State borrows and pays interest and appropriates the 
profit of industry. 

Allocation of factors of production. Tho State planning authority 
tries to estimate the amounts of factors required for the target 
production in an industry and arranges for the supply. It is 
decided which industries have to be developed and to what extent, 
and the factors are diverted into channels dooided by the State 
authorities and not according to consumers’ preferences. Eor ex- 
, ample they concentrated first on heavy industries. Naturally there was 
a shortage of oonsumers’ goods whose prices shot up. In our system 
factors of production would rush towards consumers’ goods industries 
to make up for the deficiency. But a socialist State does not allow this 
diversion. Shortage would continue and rationing and price control 
would be introduced. In Russia tho normal function of the prioe- 
meohanism which brings about an optimum distribution of resources, 

, as judged by the consumers’ valuations, is nullified by State action. 
Thus the resources are allocated not according to the valuation of 
ithe consumers but according to the valuation of the State. The 
State dec'des what is best for the nation at a partioolar period of her 
|ife and arranges the distribution of resources accordingly. The 
consumers must adjust their demands according to production and 
the exigencies of the State. 

23. The Fascist Plan. The chief author of the Fascist phi* 
losphy Mussolini has made his exit and his senior partner Hitler is 
also reported to be dead. All the same the economic system which 
' they have bequeathed is well worth studying. It can be especially 
useful and instructive to those nations which are anxious to realise 
the benefit of planned economy without nationalising the means of 
[ production. 
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bv the strong or injuring of the national interest in any manner is 
rendered impossible On the other hand, Fascism borrows good points 
of Socialism avoiding its pitfalls. The Fasciso btate takes no risk of 
capital investment, does not overhaul the whole system throwing it 
in a melting pot. By leaving private ownership and management 
of the means of production in the hands of piivate individuals it 
avoids formalism, corruption, inefficiency, timidity, red-tapism, and 
bureaucratic management, but retains the resiliency, vitality, re- 
sourcefulness and adaptability of capitalist production. But it does 
the planning like a soc alist State without much botheration and 
responsibilitj'. 

The supremacy of the interests of the community as distinguish- 
ed from those of the individuals, the preservation of national har- 
mony and the avoidance of senseless class antagonism and harness- 
mg the resources of the community to further the highest interests of 
the nation are the most outstanding features of Fascism or State- 
controlled capitalism, as it is also called. 

24. The Fascist Organisatioti. To facilitate and make effective 
the type of State control that a Fascist State contemplates an ap- 
propriate economic organisation is essential. In Italy corporatives 
or syndicates have been formed in each trade and industry including 
representatives of the employers, emplojmes and of the Fascist party. 
There are local corporatives, provdncial corporatives and the national 
corporatives. The employers and the employees have their separate 
organisations too In each there is a corporative council, represent- 
ing all the interests concerned, which is the supreme governing organ. 
The representative of the Fascist party in each council is there as a 
reminder that national interests are to be supreme in every decision. 
At the top cf all corporatives is the National Council of Corporatives 
working under the Ministry of Corporatives. The National Council 
is responsible for formulating all economic policies and giving 
major economic decisions. It co-ordinates all economic activities 
in the country and lays down the economic plan and looks to its 
execution. 

In Germany, too, self-governing bodies were organised in 
each industry and trade fully representing all interests involved. 
At the top there was the National Economic Council vtorking under 
the general direction ami supervision of the Minister of Economics. 
The National Ec mo >mc Council was re.sponSible for planning and 
regulating the entire economic life of the country and in making 
it lyork as one harmonious whole. Unlike Italy, separate organi- 
sations of the employers and the emploj'ecs were not permitted. 
There was one org-inisation, viz.. Labour Fiont representing both 
sides. ° 

25.. Fascist Control. A rigid centralised control of the entire 
economic life, of the country is the most outstanding feature of 
hascisin. rhe resources of the community are distributed in accor- 
dance with a centoal plan. The nature and the volume of produo- 
lon IS controlled. There are restrictions on new capital issues so 
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tliBt the factors of production are diverted into such directions as 
are best desired by the State and not ns necessarily indicated by the 
consuraera’ preferences. 

Dividends are limited and profits very heavily taxed so n.s not to 
exceed (!%. Limitation of dividends luakcs for automatic building 
up of sound rc.serves for (he Industry. It not onlj’ creates a solid 
foundation but provides finances for its expansion from its own re- 
sources. Further, as there are restrictions on new investments, the 
Government could raise cheap loans from this source. So long-term 
rates of interest were reduced. Cheap money was, therefore, avail- 
able for the government and industry. 

As for the labour problems, strikes or lork-outs were strictly 
prohibited. Industrial courts settled individual disputes and the 
labour officials of tlio Govemmciit decided disputes in which the 
xvholo body of the workers wa.s concerned. The cmploj’crs had to 
pay at least the wages fixed by the Government, They could pay 
more if they liked. 

In order that the entire industr}' may be effectivcl}' subjected to 
State control, cacii industry was ordered to ferin cartels so that on 
the eve of the war (15)39 40) almost the entire German industry had 
become cartelliscd and could operate as one unit. It realised that to 
co-ordinate the activitic.s of number!cs.s scattered entrepreneurs was 
difficult. There was greater likelihood of evasion. The purpose of 
the control may bo defeated, Cnrtclli.sation removes thi.s danger. 
Working efficiency was improved and costs low’crcd. All the econo- 
niies of rationalisation were realised. 

Agriculture In Germany was shown a greater degree of solicitude 
for very apparent reasons. Agricultural Associations representing 
the landowners, the farmers and the tenants were formed. Market- 
ing Associations were established. Tho result was an efficient orga- 
nisation of production and most economical distribution. Prices 
were stabilised at levels which^wero considered remunerative for the 
growers. Imports from abroad wore so regulated that the home 
jiroducor was adequately protected. The country was helped to 
produce as much of a commodity as was desired. 

Prices of other goods wore also fixed not in nceordanco with 
consumore' preferences but in accordance with tho expenses of pro- 
duction. This seems arbitrarj’ but not tbe loss rational than under 
competition. Considering the costa they arc quite rational and the 
consumer must pay this price if he wants the thing. Market fluctua- 
tions wore not permitted to ruin a producer. 

A ‘closed economy’ like this involves a strict control of foreign 
exchange and foreign (rnde. The countrj' is not cut off. But im- 
ports and exports were nob governed bj' the motive of private profit 
but according to the necessities of tho State. 

A Fascist economy allows the operation ,of demand and supply 
forces within reasonable limits. It takes away sting from socialism 
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business of life." Discuss, . , «nio ah 

(C. U. 1040. 1934 ; Bom. 1942, All. 1033). 

IG “Ecoaomics is a studj' of business in its social aspects.” 
Explain and illustrate. (G.U. B. Com., 1931, IMI, Vaim 19bo). 

- 17. Define Wealth and discus-s the relation between 'WeaUh and 
Welfare. <C. U- 1030; Dacca 1938, 1939). 

18, “Political Economy or Economics should teach us the 
virtnes of economy or frugality.” Criticise. 

19. “Economics is a social science dealing with the problems 
of material vreifate and prosperity of mankind.” Discuss. 

<■ 20. Economics has been defined ns a science of wealth., Is tbi.s 
definition adequate or appropriate ! Give reasons. » 

Consumption 

“1. Explain the conception of ‘consumer’s surphiB.’ 'What are 
the eficcts which a chance in the condition of ’ supply is likely 
to exert on it 1 (P.0. 1933). 

'2. Define the Law of Diminishing Utility, and explain carefully 
the relation it bears to the principles of taxation. (P. U. 1033). 

Or, 

Estimate its importance in shaping the "theory and practice 
of modem taxation. (P. 0. 1939). 

, 3. Explain the concept of ‘elasticity of demand ? What is its 
use in the theory of value 1 (P . 0. 1934, 193S, 1942.) 

How can elasticity be measured ? 

! (P. 0. 1938, 1949; C. 0. I9.3G. 1942, 1946), 

4, Write short notes on any three of the following ; — 

(а) Consumer’s Surplus. 

(б) Joint Demand. 

(c) Standard of Living, 

’ (d) Elasticity of Demand. 

(e) Engel’s Law. 

(/) Law of Substitution. 

(g) Marginal Utility. 

‘ , *5. “ The application of the principle of substitution extends 

j over almost everv field of economic inquirv”. Explain. 

(P. 0. 1937, 1942; C. 0, 1923 ; All. 1938; Delhi 1940 ; Agra 1941 ; 

Nag. 1942.) 

Or, 

■ WI*®^ '5 meant by the principle of Equi-Marginal Returns ? 

^ Explain its importance in Economics. (P.0.1944). 

■; 6. Explain the terms Demand and Demand Schedule and 

I show the relationship between the Demand Schedule and Demand 
I '=arve. (C. 0. 1920 ; P. 0. 1938). 

_7. What do yon understand by Consumer’s sovereignty ? How 
! far 18 it real and what are its functions 1 (i*. U. 1943), 



660 


MODERN ECONOMIC THEORY 


2. Wbat do you understand by the term ‘land* as used in 

Economics 1 Wbat are its peculiarities ? Discuss its importance as 
a factor of production. . . , , 

3. -State the Law of Diminishing Returns with its limitations. 

(C, U. 1926, 1937 ; Agra 1937, All. 1934 ; Delhi 1936 ; Mad. 1937 ; 

Nag. 1941 ; Pun. 1937). 

4. ^ Examine the significance of the Law of Diminishing Returns 
and indicate its bearing on'(t) the Malthusian Theory of Population 
and (ii) the theory of rent. 

''5. Explain the terms (t) ‘dose of labour and capital’ ; (ti) 
marginal land ; and (iit) extensive and intensive methods of 
cultivation. ■ 


6. Does the Law of Diminishing Returns apply also to faetors 
other than land 1 Explain fully. 

Labour. ' 

r' 

. Write a note on the Optimum Theory of Population. 

(P.U. 1935). 
Or 

. Define over- population and under-population in the light of 
Optimum Theory, . 

(Benaras 1938 ; Dacca 1942, 1913), 
.'2. What was Malthus’ theory of population ? Discuss the 
present position concerning this problem. 

- (P. D..1940 ; Agra 1944 ; Nag. 1942). 

*3, What are the factors that affect the efficiency of labour and 
what method do you consider best to measure it. 

(P. U. 1938 ; C. U. 1939 ; Agra 1940; Nag. 1942). 
4, Examine the conditions that promote efficiency of Labour, 

• (P.U. 1948); 

'5, “Division of Labour is limited by the extent of the market.” 

(P. U. 1943). 

- 1 ^,. ^i’i^Bion of Labour ? Briefly discuss its 

aavantages and disadvantages. (0. U. 1930 ; All. 1939). 

ductive kbour ^^s*^i*Jguish between productive and unpro- 

ptodLi™" “ ”r labour a, a f.otot ot 
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Capital, 

1. Write short, notes on Fixed Capital and Circulating Capital 
and mention the factors that determine the ratio between the two 
in an industry. 

2. Define capital and briefly discuss the functions it performs 

in produotion. {0. U. 1926, 24.) 

. 3. What is capital ? Briefly discuss its origin and the forces 
that govern its accumulation. Account for the slow growth of 
capital in India. 

4. “In the short run Labour and Capital arc compotitivo ; in 
the long run they are complomentarv.” Discuss tho statement. 

(C. U. 1932) 

6. Examine tho effects of machinery on labour and discuss 
whether the progress of mechanical invention is injurious to labour- 
ing classes. (C. U. 1925) 

6. ‘Land is capital.' Discuss. 

7. Discuss the economic effects of the introduction of machi- 
nery, Does machinery create unemployment ? Give reasons. 

8. What are tho functions of cajiital ? What is meant by 
saying that capitalistic production involves a round-about process 1 

9. Indicate tho relation between capital and money. Show 
how far oipital depends upon use and intention, 

. 10. Indicate the relation between tho rate of interest and tho 
volume of saving. ' 

11. What is meant by mobility of capital? How far can 
capital bo said to bo mobile in fndia ? 

Organisation. 

‘ 1. Write a short note on Joint Stock Companies. 

2. What do you understand by the Scale of Production. 
Indicate the factors that lead to variation in tho scale of produotion. ' 

(P. U. 1936, 1938) 

Or 

Indicate the factors that determine tho size of industrial unit 
in a community, (P. U. 1938) 

Or 

! Indicate tho advantages and drawbacks of large scalo produo- 
tion ? (P. U. 1948 ; 0. U. 1936 ; All. 1936) 

5 3. Discuss the relative merits and demerits of competition and 
monopoly, (P. U. 1936 ; 0. U. 1926) 

Or 

Wliat is monopoly ? What aro its advantages and disadvan- 
tages. • P.U.-I944} 
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4. Enunciate the Laws of Increasing Returns and Diminisliing 
Costs, bringing out obarly the points of diEFerence between the two. 

(P. U. 1938). 

5. Amplify the statement that there is a continual movement 

of towards equality of advantages m different fields of industry, 
and note the circumstances under which the tendency may become 
inoperative. (P- H. l939) 

6. Discuss the causes of localisation of industries, and account 
for the present-day tendency towards decentralisation. (P. U. 1939) 

Mention the consequences of localisation. 

(All. 1940 ; Nag. 1941 ; C.'U. 1929) 

7. Explain what is meant by internal and external economies 

and consider the part played by them in bringing about increasing 
returns. (P. D. 1941) 

8. Compare partnership and joint stock company or forms of 
business organisation. 

9. Compare a joint stock concern and a co-operative store as 
types of business organisation. 

•10. "The part played by Nature conforms to Diminishing 
Returns while the pait which Man plays conforms to Increasing 
Returns.” Discuss. (C. U. 1932) 

n. Account for the operation of the Law of Diminishing 
Returns in Indian Agriculture and say how it can be counteracted. 

12. In what circumstances is small-scale production more 
economical than large-scale production ? 

Why do small-scale producer still persist in many industries ? 

(0. U. 1940) 

13. What is the nature of the services performed by the entre- 
preneur and how is he rewarded ’ (C. U. 1943) 

14. Disciifs the various forms of combinations among producers- 
Are such combinations necessarily injurious to society ’ (G. U. 1927) 

15 What . re Trusts and Cartels ? Examine their merits and 
demerits. (C. U 1945) 

16. "The Law of Diminishing Returns is only one phase of the 
universal law of variable proportions. ’ Explain. 

(0. 17. B Com., 1942 ; Nag. 1943 Dacea 1943) 

17. How are the factors of production allocated among the 
various uses ? 


18. How far is the modern economio system adaptable ? 

19. Distinguish between Optimum Eirm and Representative 
Pirm. What causes determine the size of optimum firm ? 

20. Explain with illustration what is meant by (a) Vertical 
combination, (b) Horizontal combination. 


? 21. What is a Holding Company ? 
demerits. 


Discuss its merits and 
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11 Distinguish between a ‘Marginal Firm’ and a ‘Representa- 
tive Mrm.’ Which of the^e do you think and wh^ is more 
important in price determination in practical life ? (P. U. 1938J 

' 1 ? Define a market and discuss the factors which determine 
its size for diffSent commodities (P- U. 1940, C. U. 1920) 


What would you expect to 
vegetalles and precious metal ? 
' 13. What is Normal Price 


be the size of the market in bricks, 
(G. U. 1915, 1917, 1920) 
1 How is it determined ? 

(P. U. 1940 ; C. U. 1917, 1923) 


Or 


Discuss the concept of Normal Value. (P. U. 1948) 

14. There can be general rise and fall in prices, but can there 
bo a general rise and fall of values ? Give reasons (P. U. 1941) 

15. Explain the usefulness in the economic system of 

(a) Organised Markets. (6) Trading in Futures. (P. U. 1942) 

16 Explain how value is determined under conditions of joint 

demand ^ (P- U- 1942) 

17 What are the advantages and dangers of speculation ? 

(P. H. 1943, 1945) 

18. Distinguish between ‘joint demand’ and ‘composite demand’ 

Explain the difficulties of price determination under conditions of 
joint demand. (P. U 1945) 

19. Analyse the factors that obstruct the free play of competi 

tion in modern economic system. (P. U 1948) 

20. What role does Price mechanism play in the economic 
activity 1 

21. What is meant by equilibrium price ? How is it determin- 
ed under competitive conditions ? (C U. 1929, 1933, 1939) 

. 22. What is Market Price * Distinguish it from normal price 
and say how market pi ice is determined. 

(Bom. 1942 ; All. 1937 ; Delhi, 1936 ; Pat., 1944) 

23 Discuss the importance of the time element in the theory 
of value. (G U. 1937) 

Or 

A rise in demand may lead to fall in price. How do you explain 
the paradox ^ '*• 

- Or 


Discuss the effects of increased consumption of (a) Wheat (6) 
Stebl manufactures on the value of these commodities. 

(0. U. 1931, 1934) 

24. What do you understand by the term ‘cost of production’’ 
Distinguish between Prime Costs and Supplementary Costs and 
examine the bearing of this distinction on the theory of value 

(Pun. 1945, All. 1935, Delhn936) 


MOt)EL QUESTIONS ^ 665 


i 26. Explain the concept ‘Opportunity Cost’ and discuss its 
bearing on the problem of relative values. 

26. ‘Water is more useful than gold, and yet gold has greater 
vdlue’. How do you explain the paradox ? 

■ - . (C. U. 1932, 1937 ;‘Pat. 1940) 

• 27. "Marginal uses do not govern value, but are'gov’erued 
together with value by the conditions of demand in relation to 
supply.'’ Elucidate. (All, 1933 ; Bana. 1939) 

' 28. The normal price of a commodity cannot be permanently 
either above the cost of production or below it. Why ? * 

29. What is joint supply ? How is value determined under 
joint supply ? 

30. How far have the functions of the entrepreneur been 
delegated to others in modern times ? ' 

31. Explain the marginal theory of value and show why it is 
necessaryJ to study the behaviour of demand and supply at the 
margin. ji|, 

Money. 

« 1. What do you understand by the term ‘Money.’ Glassiry the 
various forms of money in circulation in the country and ind'cato 
the characteristic of each. (P. U. 1932) 

2. What are the considerations determining an individual’s 
demand for money, and what are the principal influences which cause 
variation in this demand ? (P. U. 1932) 

• 3. What, according to the' Quantity Theory of Money, would 
be the effect on the general level of prices of the -following (other 
things being supposed to remain the same) — 

(а) Improvement in the means of communication ; 

(б) The growth of trade and population ; 

(c) The development of deposit banking ? (P. U. 1932) 


4. How are general changes in prices brought about ? How 
can tbhy be measured ? Give an Indian illustration, (P. U. 1933) 
6. Write short notes on : — '^^’’BimetaUism, Reflation (c) 
*Beigniorage. {(jy* Piduoiary Mohot, ^ Monometallism, (J) Legal 
•lender, (ffl'^Sterlipg Balances, IfejBtandard money, ti) Token Money, 
and ( j)'|5bjd Bullion Standard. 

6. How does a long continued fall in prices affect different 
sections' of the community 1 Givd Indian illustrations. 

(P.U. 1934) 


7, "Since every one is both a creditor and a debtor changes in 
the value of money do not matter." Comment and criticise 

(P. U. 1935). 

^S^^hat is Gold Exchange Standard % Under what conditions 
is it nkely to be a failure t ' (P. U.' 1936). 
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27. Explain the terms ‘inflation’, ‘deflation’ and 'reflation’ . Uis- 
OU88 the influence of an unbalanced budget on prices. (0. U. 193a), 

28. Briefly mention the evils associated with inflation. What 
measures can you suggest to countoraoi thcEO ovi)s ? 

29. What are the different forms of paper money 1 How is tho 
convertibility of paper money maintained in India ? 

30. Inflation brings about a compulsory redistribution of in- 
comes. How ? Whieh classes gain and which Ioho by tho process ? 

Indian mpeo is a curious mixture of token and stand- 
ard coin.” ’Discus'', 


Credit and Banking. 

1. Discuss the structure and functions of the money market 
and tho stook exchange. Explain Bank Kate and Market Kate and 
show their mutnal relation. Can you explain why London is 
generally recognized ns tho world's monetary clearing house 1 

. * iT . Li . 

2. “Credit is one thing, and tho forms of credit arc quite an- 
other thing.” Explain both and btiefl 5 ' trace tlio evolution of 

- n>odcm credit. (P. U. 1933) 

3. Explain tho economic advantages of a sound system of 

erodit. (P. U. 1934) 

4. “Like all useful and delicate instruments credit is dangerous 

when abused.” Why t (P. U. 1935) 

5. What is an exchange bank 1 Indicate its place in the 

economic organisation of a country. (P. U. 1937) 

6. Dipctiss tho aims and objects of Bank Rato Manipulations 
and Open Market Operations by central banking authorities, 

(P. U. 1939) 

* 7. What are the principal methods of regulating note issue ? 

(P. U, 1040) 

^8. What are tho main functions of the Central Bank ? How 
far has the Re-^erve Bank of India, succeeded in discharging these 
functions ? (P. U. 1942) 

9. Explain how a bank deposit arises and consider tho limita- 
tions of banks to create credit. (P. U. 1 944) 

10. What is meant by tho term ‘Money Market’ ? What are 

tho constituents of Indian money market 1 {P. U/ 1938) 

11. Explain tho following : — 

(a) ‘Every bank loan creates a deposit.’ 

{h) ‘A good bank manager knows tho difference between a 
I bill and a mortgage.’ 

12. What functions does a commercial hank perform ? What 
economic advantages does it confer on tho community ? ' 
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13. Exphiin the working of a Clearing House. How is it ad- 
vantnceous to the community \ 

14. How docs a Central Bank control credit ? 

15. ‘Credit is capital’. Criticise. Trace the effect of credit on 
prices. 

IG. Prepare an imaginary balance-sheet of a bank. 

International Trade. 

1, What arc the vnriou.s considerations urged in favour of pro- 

tective duties t E.\plain their significance with refcrenco to current 
economic conditions of India. fP ■ H. 1034) 

Or 

Examine the validitv of arguments in favour of protection, 

(P. U. 1933) 

2, Examine the limitations of a system of protection. 

(P. D. 1918) 

3, Write short notes on any three of the following _ 

(a) Law of cjmparativo costs, (5) Invisible exports, (c) Dumping 
(d) Discriminating protection, (c) Protective tariff, (/) Free Trade, (j) 
Imperial Prclerenco. 

^4. Give a ccnciao but dear account of the general theory of 
inlemationnl values. (P, U. 1934, 1946) 

Or 

Explain the theory of comparative costs in relation to Inter- 
national Trade. (P. U. 1940) 

Or 


State concisely what seems to you the most important points in 
the theory of comparative costs. (P. U. 194?) 

6. If a country to which other countries owo large sums of 
puts almost prohibitive duties upon all imports, what will 
- (P. U. 1941) 

Write a critical note on the economic advantages of free 

(P. U. 1943) 

In what respects does international trade differ from home 


money 

happen 

6 . 

trade. 

7. 

trade. 

8 . 

trade. 


Briefly mention the advantages and disadvantages of foreign 


9. Di^guish between Balance of Trade and Balance of 
Account. What steps can be taken to correct an adverse balance of 
account i 


Tc understand by a favourable^ halauce of trade ? 
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11. Explain 

(a) Why does a country import a commodity that it can 
produce more cheaply ? 

(5) Why does a country produce a commodity which it .also 
imports 1 

(c) ‘Exports pay for Imports’. 

12, Compare import duties and quota system as a moans of 
protecting home industries. 

13. Indicate the forms in which International Trade has . been 
restricted in recent times. 

14, “Foreign trade is merely an extension of the principle of 
Division of Labour”. Explain. 

14. “In effect, foreign trade is nothing more than a highly 
organised system of barter”. Explain. 

Foreign Exchanges. 

1. What are specie points ? On what do these points depend 1 
Can exchange go beyond these points ? If so, when and how ? 

’ (P. U. 19.32) 

2. Write short notes on any three of the following : — (a) Cross 

Rate, (b) Purchasing Power Parity, (c) Exchange Equalisation Fund, 
(d) Exchange Control, (e) Blocked Acoounts, (/) Clearing Agreements, 
(p) Specie points, {h) Mint par. 

3. Enumerate the influences that bring about fluctuations in 

the rates of exchange. (P. U. 1936) 

4. Elucidate the principal features of the Purchasing Power 

Parity Theory. (P. U. 1948) 

6. How is the value of money determined internationally ? 

(C.U. 1932 ; Bana. 1938) 

6. What methods are adopted to correct adverse exchange 
rates ? 


Trade Cycles. 

1. Comment on the following dicta issued by a firm of mauu 
facturers ; — 

When some one stops buying, some one stops selling. 

When some one stops selling, some one stops making. 

When some one stops making, some one stops earning. 

When some one stops earning, some one stops buying, 

{P.U. 1934) 

2. What is a crisis, and how is it brought about ? (P.U. 1938) 

. 3. What do you understand by a trade cycle 1 How are the 
cyclical fluctuations in trade' and industry caused 1 Suggest 
remedies. - ' 
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4. What ia a trade cycle 1 Discuss some of its characteristics. 
6. Briefly mention the more important explanations offered 
by economists of periodical ups and downs in trade and industrial 
activity. 

6. Clearly indicate the main phases of a trade cycle. 
Distribution. 


Oentral. 

What do you understand by 'mobility’ in the Economics of Dis- 
tribution 1 Indicate its relationsbin to the rates of interest. . 

. (P.U. 1936) 

2. Explain the term ‘National Dividend’. Briefly discuss 

the principle wbicb governs its distribution among the various, agents 
of production. (C.U. 1935 ; Agra 1942 ; Pat, 1944) 

Or 

Explain the General Theory of Distribution. 

3. How far is the general theory of value . applicable to the 
distribution of National Dividend ? 

4. The problem of Distribution has become very acute in 
modem times. Why 1 

5. “The National Dividend is at once the aggregate net product 
of, and the sole source of payment for all the agents of production 
within the country.” Discuss. 

Rent. 

1. Write short notes on any three' of the following: — (a) Pro- 
ducer’s Surplus ; (6) Quasi Rent ; (c) Transfer Earnings, (d) Mar- 
gin of cultivation, and (c) No-rent land. 

2. “The rent of the land is not a thing by itself, but the lead- 

ing species of a largo genus,” Wbat does Marshall mean by this 
statement 1 (P.U. 1933) 

Or 

P.ent is not a peculiarity of land. It can be traced in other factors 
too. How ? 

*3. Attempt a clear statement of the theory of rent ? 

(P.U. 1935) 

4. Analyse the nature of rent and indicate the position it is 

likely to hold under a socialistic regime. (P.U. 1938) 

6. Attempt a statement of the Recardian Theory of Rent. 

■ (P.U. 1935) 

6. "Com is high not because rent is paid. . But high rent is 
paid because com is high.” Discuss the relation between, rent 'and 
(C.U. 1936 ; All. 1936’; Agra 1942 ; Delhi 1939) 
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^ 7. ‘Rent is paid for original and indestructible power of the 
soil’. Explain. 

(G.U. 1946; ’35 ; Agra 1941 ; All. 1935 ; Ben. 1938 ; Pun. 1938 ; 
Nag. 1943) 

8. Explain the Marshallian restatement of the theory of rent. 

(G.U. 1936 ; Agra 1936 ; Nag. 1939 ; Mad. 1936) 

9. Explain, giving reasons, the effect on rent of 

(а) Improvement in the moans of communication and 
transport. 

' (6) Increase in population. 

(c) Improvement in methods of cultivation. 

{d) Economic progress in general. 

10. Distinguish between Rent and Quasi-Rent 

Would there bo rent (a) if all lands wore equally fertile ? 

(G.U. 1945, 1929) 

(б) if there were no tendency to diminishing returns ; 

(c) if the Government owned all Lands ; 

(d) if the lands were cultivated by the owners ; 

(e) if the supply of better lands wore practically unlimited; aud 

(/) if land revenue were abolished; 

Give reasons in each case. 

Wag&s and other Labour Problems. 

1. What are the principal labour problems of today ? How 

would you attempt to solve them in India ? (P.U., 1933) 

2. Briefly desgribo the most acceptable theory of wages of 

labour. (P.U. 1934) 

eZ. What are the peculiarities of labour in relation to demand 
and supply 1 (P. U. 1935) 

4, What do you mean by the ‘minimum wage' ? What conside- 
rations should enter in its determination ? (P.U. 1937) 

6. Explain the connection between changes in the manners of 
living and the rate of earnings with reference to Indian conditions. 

(P.U. 1937) 

6. Discuss the functions and utility of Trade Unions. 

(P.U. 1940) 

7. It is sometimes said that labourers could increase their wages 

by first increasing their standard of living, that is by demanding 
more and better goods for consumption. Is this statement correct 1 
Explain how wages are determined and how best labourers can succeed 
in increasing their wages. * ?(R.U. 1943) 

8. The average woman earns considerably less than average 

man. Why ? (P.U. 1944, G.U. 19181 
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n Trftco tlio inQuence of Trade Unions on tbo wnge-ratc 
Consider limitations. (P.U. 1910. 1918 ; C.U« 1936, 1938) 

10. Analyse the c-iuses and BUggest remedies for unemployment. 

fP.U. 1948) 

11. Distinguisli between real and nominal wages. Whnt fac- 
tors would von take into consideration in determining real wages 1 

* (C U. I92:> ; Agra 1911 ; All. 1942 ; Mad. 1937) 

At present in India nominal wages are liigh, but real wages 
are iow, M'hy 1 

12. What is meant l)y economy of high wages ! Explain the 

statement that dear labour is really cheap labour. (C.U. 1944) 

13. How far is it true to say that the theory of wages is an 
application of general liicory oi value ? 

(C.U. 1931 ; Agra 1039 ; P.U. 193)) 

Or 

"Labour is not a commodity, but in bought and sold like a com- 
modity." Explain. 

14. Briefly examine the various theories of wages. 

(C.U. 1924 ; Agra, 1942 ; Delhi 1910, Pun. 1935) 

15. "The rate of wages is determined by the discounted mar* 

gioal product of labour." Explain. (Agra 1938) 

16. How do you explain the fact that labour in dificrent occu 

pationn orrnn stnkingly diilorent rat-'s of wages ’ (C.U. 1910) 

Account for different earnings of (a) domestio servants, (6) college 
teachers, (c) Govt, employees. 

17. Examine the merits and demerits of the (a) I.abour co- 
partnership, (6) ProCt-nbaring, and (c) Sliding scale of wages ns means 
of settling difrcrcnces between labour and cnpiUl. (O.U. 1947, *44) 

13. How wages are determined 1 Do wages in India always 
seek tho same level ? Give reasona. 

■ M^by wages differ (i) from occupation to occupation, and 

(»») from country to country ? 

of wages marginal analysis applied in the determination 

^1. Distinguish betwe^ Time Wage and Piece Wago and 
say where each IB suitable. Why do the workers prefer Timf wage 
and the employers prefer Piece wage ! ^ 

.thSt '■j 
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25. “Unemployment may bo regarded os a shadow side of 
modern progress.” Disoass. 

Inlercsl. 

^ 1. What do you understand by Interest t How does it arise ! 
Indicate the factors that determine the general rate of interest. 

(P.U. 1P39) 

^2. Why is Interest paid t Bo yon think 1 hat the complete 
abolition of interest payment would cause all savings to cease ? 

(P.U. 1942) 

3. Write short notes on— 

(o) Liquidity Proforenco (6) Forced SaviPgs- 

4. Explain some of the causes of the movomont of the rates 

of interest and their effects. (P.U. 1944) 

5. Enuraorato the causea that give risb to interest paynjcnt. 

Does the not rate of interest tend towards equality ? (P.U. 19-15) 

6. Distinguish between Gro.ss Interest and Not Interest and 
analyse Gross interest into its various constituents. 

7. Why docs a village monoy-londor charge 18% interest ; 
whereas a bonk charges only 6% 1 

8. Explain how short and long-period rates of interest aro 

determined. (P.U, 1913) 

9. “Interest is the measure of marginal prodnotirity or mar- 
ginal forbearance.” Explain and comment. 

, ^ (C.U. 1035, '83; Pun. 19-15) 

10. Why is there a tendency to equality in interest rate? and 
not in wage rates t 

11. Examine the effect of economic progress on interest. Will 
the rate of interest ever fall to zero 1 

1 "Interest is tho price of tiiuo.'^ Discuss. 

Profits. 

1, Indicate tho nature of profits and indiooto tho position it is 

likely to hold under a sooialistio regime. (P. U. 1038) 

2, Who is to bo regarded os tho risk-taker in modern economic 
organisation ? Is ho paid for it and, if so, on what principles ? 

(P. U. 1041) 

3. Explain ; “Profits are a constituent part of normal supply 

price.” (P. U. 1042) 

4. Write short notes on— 

(a) Net Profits, (6) Normal Profits. * 

6. Profit is reward to enterprise. Discuss. (P. U. 1948). 

„6. Distinguish between Gross Profits and Not Profits. What 
arc <be constituents of gross profits ? 
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7 . “ Profits are like rent and do not enter price.” Do you 
agree t 

8. Examine the validity of the following propositions 

(fl) Profits tend to equality ; 

[b) Profits tend to a minimum. (0. U. 1933) 

9. What is profiteering ? Does it hinder or help the develop- 
ment of business 1 . 

10. What is the social or economic justification of profits-? 

Public Economics 

1. Write a critical note on the desirability of efficient State 

reeulation of Industry, with reference to existing conditions in 
India. , (P. tJ.1935) 

2. Every State intervenes or interferes to some extent^ but 
some States go much further than others. IVhat in your opinion 
should be the limit of State intervention in economic matters ? 

(P. U. 1944) 

3. Enumerate the economic functions of a modem State. 

Public Finance. 

1. What is Public Finance ? Distinguish between Private and 
Public Finance. 

2. Give the principal resources of income and .the, main items 
of expenditure of the Government of India. What changes, if any, 
would you wish to effect ? State your reasons clearly in either case. 

(P. U. 1932) 

f" 3. What are the principles which should guide public expen- 
diture ? Answer with reference to Indian conditions. 

(P. U. 1935) 

4. Write short notes on — 

(a) Canons of Taxation ; (6) Progressive Taxation ; 

(c) Treasury Bills. 

• 5. What do you mean by the incidence of a tax ? Trace the 
incidence of (1) customs duty paid in Bombay on long cloth ' im- 
-ported from Lancashire by a wholesale merchant in, Delhi, who 
sold it to a retailer in Gurdaspur , who sold it to a local resident ; 
and (2) Income-tax paid by the retail dealer in Gurdaspur. 

(P.U. 1936) 

6. Distinguish between recurring and non recurring expendi- 
ture. How wouliyou proceed to raise income to meet them ? 

' • (P, U. 1937) 

*' L What do you moan by a Progressive Tax 1 With what 
ends in view is this kind of taxation usually adopted 1 

(P.U. 1938) 

•■S', 
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Or, 


" The rich should pav in taxes more than the poor”. 

(0. U. 1930) 


8. Discuss the practical importance of the study of the in- 

cidence of taxation. How would you determine the incidence of a 
tax on a consumable commodity ? (P. U. 1939) 

9. Examine tho morite and demerits of direct and indirect 

taxes. (P. U. 1940, 1945). 

10. Some writers have urged that there should be only one tax 

— a tax on land values. Do you agree or disagree with the view ? 
Give reasons for your answer. (P. U. 1941) 

11. Discuss the Canon of Equity in taxation. (P. U. 1948) 

12. Should publio expenditure on emergency bo met out of 

taxation or loans ? Argue. {P. U. 1948) 

13. State and illustrate Adam Smiths’ Canons of taxation. 

. . (C..U. 1926, 1928) 


Or 


What are tho principal canons of taxation ? 

(C. U. 1919, P. U. 1934). 

'14.'^ '"What is meant by ‘diSorentiation’ in taxation 1 Give 
illustrations. 


>15. What is meant by taxable capacity ? What factors 
determine it ? 


16. How.js.wnr financed 1 Can the burden of a war be shifted 
to posterity ? Tff so, how ? 

17. Discuss inflation as a means of financing war. 

18. Write a short note on tho doctrine of maximum social ad- 
vantage as tho aim of publio finance. 

(Agra 1942 ; Mad, 1934) 

19. Discuss the effects of public expenditure on production and 
distribution. 

20. What are the different forms of publio debt ? Suggest 
measures by which the burden of publio debt may bo diminished. 


21. Explain tho Diffusion Theory in relation to taxation. 

22. “ Ta.xation is a powerful weapon in the hands of the State 
for removing inequalities in the distribution of incomes.” Comment. 

Distinguish between impact and incidence of a tax. Give 
illustrations. Trace the incidence of a tax on (tz) economic rent, 
(6) monopoly, (c) bnildings, (d) import duties, and (e) sales tax. 

The Economic Systems- 


1 . Write short notes on : — 

(a) Lm^stz-fair^i, {b) Socialism. 
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-2, Tbe present organisation of indas try is often described as 
capitalistic. Give an explanation of the meanings of this term, 5 
pointing out the distinguishing features of capitalism. 

\(P. U. 1942),' 

3. Trace the effects of social institutions on the 'economic life 
of a country. ' . (P- D. 1944) 

4.. Critically examine the main tenets of socialism. 

(P. U. 1948) 

5. The modern economic system has been called a Government 
by price. Do you agree ? Give reasons. 

6. Argue for the establishment of a socialist’ State in India. 

7. Do yon agree with the view that capitalism should be 
allowed to function unhampered in India for some time ? Give 
reasons. 

8. “The present age is frequently described as the age of Eco- 
nomic Freedom.” Discuss. (P. D, 1926) 



